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Business Reorganizations— Changes 
Wrought by New Legislation 


By Leo H. HorrMan* 


forever, be plugging tax avoidance holes, and 

lawyers finding others. This is probably as it 
should be for the Supreme Court of the United States 
early in its life ruled* that “if a device to avoid taxation 
is carried out by legal forms, it is subject to no legal 
censure.” Recently, that austere body, Mr. Justice 
Holmes speaking, said :? 


“* * * We do not speak of evasion, because, when the 
law draws a line, a case is on one side of it or the other, 
and if on the safe side is none the worse legally that a party 
has availed himself to the full of what the law permits. 
When an act is condemned as an evasion what is meant is 
that it is on the wrong side of the line indicated by the 
policy if not by the mere letter of the law. * * *” 


The view of the Bureau of Internal Revenue appears 
in Article 1574 of Regulations 69, as follows: 


“In conformity with the principle of ignoring for tax 
purposes those reorganizations which result’ merely in a 
change in form, the statute provides further that the stock 
received by the shareholders in connection with the re- 
organization shall have the same basis for the purpose of 
determining gain or loss from its subsequent sale as the 
stock surrendered by them, and that the assets acquired by 
a corporation a party to the reorganization shall have the 
same basis for determining depletion, exhaustion, wear and 
tear, obsolescence, and gain or loss from subsequent sale as 
they had in the hands of the corporation from which they 
were acquired. * * * 


“Adequate provision is made in the statute for cases in 
which income is actually realized by the shareholders in 
connection with the reorganization through the receipt of 
cash or property other than the stock of a corporation a 
party to the reorganization. * * * While placing no obstacle 
im the way of genuine reorganizations, the statute does not allow 
the use of reorganizations to avoid the tax.”’—(Italics author’s.) 


The italicized portion of the article seems to express 
a hope rather than an actuality. 


GS iereres, | Smoot has said that Congress would, 


Most corrective legislation to date has been aimed - 


against the creation of a “stepped up” basis without 

the payment of a tax on the “stepped up” portion. Thus, 

in the Revenue Act of 1921, the Treasury Department 
*Of the New York Bar. 


1United States v. Isham, 17 Wall. (84 U. S.) 496, 506. 
2Bullem v. Wisconsin, 240 U. S. 625. at pages 630, 631. 


caused Congress to enact a provision which provided 
that the basis for determining gain or loss on property 
acquired by gift after December 31, 1920, should be 
the same as that which it would have in the hands of 
the donor or the last preceding owner by whom it was 
not acquired by gift. For example, A purchased cer- 
tain stock in 1910 for $1,000. Its March 1, 1913, value 
was $5,000. In 1921, he made a gift of this stock to 
his son, who in turn sold it for $20,000. The value of 
the property at the date of the gift was $15,000. Under 
the provision of the Revenue Act of 1921 just noted, 
and the similar provision in the Revenue Acts of 1924 
and 1926, the taxable gain to the son would be $15,000, 
instead of $5,000, as it would have been had the gift 
been made prior to December 31, 1920. 


Principle Extended in Later Acts 


The principle applied to gifts was extended in the 
Revenue Acts of 1924 and 1926 to cover all tax free 
reorganizations. We, therefore, find in paragraphs 7 
and 8 of Section 204 (a) of the Revenue Acts of 1924 
and 1926, that: 

“(7) If the property * * * was acquired after December 
31, 1917, by a corporation in connection with a reorganiza- 
tion, and immediately after the transfer an interest or con- 
trol of 80 per centum or more remained in the same persons 
or any of them, then the basis (for gain, loss, depletion, or 
depreciation) shall, * * * be the same as it would be in 
the hands of the transferor. * * *., 

“(8) If the property * * * was acquired after Decem- 
ber 31, 1920, by a corporation by the issuance of its stock 
or securities [to a controlling stockholder or holders] * * * 
then the basis [for gain, loss, depletion or depreciation] 
shall * * * be the same as it would be in the hands of the 
transferor.”—(Brackets author’s. ) 

These innovations are fundamentally the same. If 
one is ineffective for any reason, the others should be 
equally ineffective for the same reason. Thus far, only 
one court has spoken. Its decision, Mr. Justice Knox 
speaking,® says: 

“It is my opinion that no part or portion of the value of 
an outright bona fide gift as of the date of delivery is, or 


8Taft v. Bowers, C. C. H. 1926 U. S. Board of Tax Appeals and 
Federal Court Service, page 7623. 
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can, constitute taxable income in the hands of the donee. 
So far as the latter is concerned, the gift is a capital trans- 
action. His liability for future*income therefrom must be 
based on the value of the gift as of the time the transaction 
is complete, and not upon the cost of the property at the 
date of its acquisition by the donor. If the construction of 
the tax law, for which the Government contends, should be 
applied, it means that the donee of property is to be taxed 
upon an increment in value which, if it can be regarded as 
income at all, is income to another, viz., the donor. A tax 
levied upon that increment in the hands of the donee neces- 
sarily results in a direct levy upon the gift. If the gift 
consisted of money, would it be argued that the donee is to 
be taxed on the difference in value of the money, that it, 
its purchasing power, as between the date of its acquisi- 
tion by the donor, and the date of its delivery to the donee? 
I think not. The money would be regarded as capital in the 
hands of the donee; and so, I think that that which may 
be converted into money, as of the date upon which it is 
given away, must, so far as the donee is concerned, also be 
regarded as capital. 


“According to my views, the Sixteenth Amendment to the 


Constitution conferred no power upon the Congress to tax 
gifts. 


“Very likely, it is possible to devise reasonably plausible 
arguments to the effect that what is transferred by the 
donor is nothing more than his original investment therein, 
and to cite various decisions which contain expressions that 
may be tortured to support the argument; but the fact 
remains that the common understanding of a gift is that 
the donee acquires, absolutely and completely, the entire 
value of the donation as of the date of transfer. Until a 
higher court than this ‘is willing to endorse a different 
principle, I certainly shall not do so.” 


Section 204 (a) (7) and (8) quoted from above, is 
retroactive. The first paragraph (7) is retroactive to 
January 1, 1918; that is, it applies to transactions 
closed on or after January 1, 1918. The second para- 
graph (8) is retroactive to January 1, 1921; that is, it 
applies to transactions completed on or after that date. 


Retroactive Tax Law Provisions Objectionable 


It is unnecessary to argue in support of the proposi- 
tion that retroactive operation of revenue laws, par- 
ticularly over a long period, is presumptively objec- 
tionable, and calls for justification by excéptional cir- 
cumstances. When, long after the consummation of 
certain transactions having a definite and recognized 
effect upon tax liability, taxpayers are surprised by the 
enactment of laws imputing a different effect to such 
transactions, greatly to their disadvantage, they feel a 
resentment which is certainly inevitable and no doubt 
justifiable and which can not help but react against 
the political party, or even against the Government, 
which thus violates common standards of right and 
fairness. This is none the léss true where the change 
does not directly relate to the rate or levy of the tax 
but operates indirectly upon the tax liability through 
the basic determining conditions. The erratic opera- 
tion of this retroactive legislation and the consequent 
injustice, discrimination and confusion are illustrated 
below : 

Case 1. A bought property in 1913 for $50,000. On 
August 10, 1923, he transferred it to the X corporation 
for all of its stock, $400,000. On December 20, 1923, 
he sold all this stock to strangers for $400,000. A, as 
is just, paid his tax on this sale of the stock. Not- 
withstanding, the corporation must use $50,000, instead 
of $400,000, as the basis for determining gain, loss, 
depreciation or depletion. Thus we see that the cor- 
poration directly and the innocent stockholders 
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(strangers to A) indirectly are called upon to pay a 
tax already paid by A, the only one to profit by the 
transaction. Had the Revenue Acts of 1924 and 
1926 been foreseen, the transaction could have so been 
effected as to avoid this unjust tax. Naturally, the 
question is asked by X and its stockholders: How can 
we avoid this tax? 

Case 2. All facts are the same as in case (1) except 
that A does not sell his stock. Instead corporation X 
sells the property on December 10, 1923, for $400,000. 
Thereafter on January 5, 1924, corporation X buys 
other property for $400,000. The basis for determining 
gain, loss, depreciation and depletion on the new 
property is $400,000; in other words, corporation X 
receives a return of $400,000 tax-free. Should not the 
aggrieved in case (1) smart under the discrimination? 

Case 3. A, B and C, three individuals, each owned 
a property, valued in 1923 at $50,000 (total value 
$150,000). A paid $5,000 for his piece, while B 
and C each paid $50,000 for theirs. In 1923 they con- 
veyed the property to the X corporation for all of its 
stock, $150,000. If the X corporation were to sell the 
entire property in 1927, it would under the terms of 
the Revenue Acts of 1924 and 1926 have to pay a tax 
on $45,000. Thus A, B and C must through the cor- 
poration pay a tax on $45,000, although A, in turn, 
will have to pay a tax on the same amount when he 
sells his stock. 

Case 4. A, B, C, D and E individuals, and X, Y 
and Z corporations, effect a reorganization which results 
in corporation M. The total property received by M 
was worth $10,000,000 and stock in that amount was 
issued. The cost of the properties to the eight trans- 
ferrors varied greatly, so, too, the dates of acquisition. 
Further the individuals kept very poor or no records, 
and the records of corporation Y were lost ‘in a fire. 

Can you picture the confusion and the additional 
accounting thrust upon the M corporation to determine 
its basis for profit, loss, depletion and depreciation? In 
addition, accounting records must be kept on the basis 
of the capitalization. Corporation M, therefore, is 
looking for a way to avoid all the red tape and get a 
fair basis. 

The Senator’s statement is quite accurate. Those 
who have been adversely affected by retroactive legis- 
lation have their recourse to the courts with a strong 
likelihood, it would seem, for success.¢ As a further 
assurance of relief, a new reorganization can now be 
effected which would comply with the provisions of 
the Revenue Act of 1926. Such a reorganization would 
assure relief from the date of its inception, should the 
court action prove futile. Practically everything that 
could be accomplished by reorganization under’ the 
Revenue Act of 1918 can still be accomplished. Thus: 

(a) Any amount may be distributed to the individual 
stockholders from the liquid assets of a corporation 
subject only to an individual tax liability not exceeding 
12% per cent of the profit realized. 

(b) Without any income tax liability, the present 
value of assets subject to depletion and depreciation 
may be established as a basis for future depletion and 
depreciation deductions. 


(Continued on page 22) 


4Note the case of Taft v. Bowers, quoted from ahove. 


Double Taxation Under the New 
Installment Sales Regulations 


By Wiis A. Estricn* 


HE recent regulations of the Treasury De- 
partment under the Revenue Act of 1926 gov- 
erning installment sales, make one requirement 
that cannot stand the test of an equitable levy of 
taxes. The reference is to that provision regulating 
the change from an accrual method to the install- 
ment plan, and which declares that 
“No payments received in the taxable year shall be ex- 
cluded in computing the amount of income to be returned 
on the ground that they were received under a sale, the 
total profit from which was returned as income during a 
taxable year or years prior to the change by the taxpayer to 
the installment basis of returning income.” 
The original article 42 of Regu- 
lation 45 declared, in the provi- 
sion governing the computation 


of income on installment sales, 
that 


“Such income may be ascertained by 
taking that proportion of the total pay- 
ments received in the taxable year 
from installment sales (always includ- 
ing payments received in the taxable 
year on account of sales affected in 
earlier years as well as those affected . 
in the taxable year) which the gross 
profit to be realized on the total in- 
stallment sales made during the tax- 
able year bears to the gross contract 
price of all such sales made during the 
taxable year.” 

This was amended by Treasury 
Decision 3082 which declared: 

“In any case where the gross profit 
to be realized on a sale or contract 
for sale of personal property has been 
reported as income for the year in 
which the transaction occurred, and a 
change is made to the installment plan 
of computing net income, no part of 
any installment payment received sub- 
sequently to the change, representing 
income previously reported on account 
of such transaction, should be reported as income for the 
year in which the installment payment is received; the in- 
tent and purpose of this provision is that where the entire 
profit from installment sales has been included in gross in- 
come for the year in which the sale was made, no part of the 
installment payments received subsequently on account of 


such previous sales shall again be subject to tax for the year 
or years in which received.” 


The amended regulation thus specifically ex- 
cludes income on sales, the profit of which has been 
reported in previous years and the tax paid thereon. 
It is doubtless true that many houses doing an 
installment business changed to the installment 
plan of reporting income upon the faith of this 
amended regulation. It is clearly a violation of 
this faith for the Government now to require these 
houses to report as income in the years following 
the change, cash received on contracts entered into 
in prior years. Not only so, but this requirement 


*Member of Ohio Bar; Ass. Editor, Lawyers Co-operative Pub- 
lishing Co. Author of The Law of Installment Sales. 
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would be subject to serious objections if it were 
an original requirement. 

It is frankly admitted by writers on the subject 
that this regulation imposes a double taxation upon 
the taxpayer. In the article referred to in the 
footnote’ the writer discussing the original article 
42 of Regulation 45, as drafted in 1919, says: 

“This article is sound; it was drafted with the advice and 
counsel of men who understood the intent of Congress in 
enacting Secs. 212 and 213; men who understand the in- 
tricacies of the accounting details and the application of 
the theory of taxing income when realized. The only ob- 
jection to that regulation is the double taxation of certain 
income in the first year of the change. 
This is an incident of the change and 
no reflection on the method.” 

It is submitted that the “ob- 
jection” which is admitted to 
exist against this regulation is 
not one that can be lightly over- 
looked. Nor is the result brought 
about by this regulation a neces- 
sary incident of a change from 
the accrual basis of reporting in- 
come to the installment basis. 

It must be conceded that the 
taxing power‘ of the Federal 
Government is very broad. Very 
early Chief Justice Chase said :? 

“It is true that the power of Con- 
gress to tax is a very extensive power. 
It is given in the Constitution with only 
one exception and only two qualifica- 
tions. Congress cannot tax exports 
and it must impose direct taxes by the 
rule of apportionment, and indirect 
taxes by the rule of uniformity.” 

In a later case Chief Justice 
Fuller said* that “in the matter of 
taxation the Constitution recog- 
nizes the two great classes of direct and indirect 
taxes, and lays down two rules by which their 
imposition must be governed, namely: the rule 
of apportionment as to direct taxes, and the rule 
of uniformity as to duties, imports and excise.” By 
the Sixteenth Amendment Congress was relieved 
from apportioning income taxes. 

Chiet Justice White, speaking of the effect of the 
Fifth Amendment says :* 


“So far as the due process clause of the Fifth Amend- 
ment is relied upon, it suffices to say that there is no basis 
for such reliance, since it is equally well settled that such 
clause is not a limitation upon the taxing power conferred 
upon Congress by the Constitution.” 


It has also been stated® that “the Fourteenth 
Amendment no more forbids double taxation than 


1See “Tazration of Income Derived from Installment Sales’’ by 


Richard S. Doyle in the February, 1926 National Income Tax 
Magazine. 


2License Tax Cases, 72 U. S. 462. 


8Pollock v. The Farmers’ Loan & Trust Co., 157 U. S. 429. 
4Brushabre v. Union Pac. R. Co., 


240 U.S. 1. 
5Smith L. Co. v. State, 251 U. S. 532, 64 L.ed. 396. 
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it does doubling the amount of a tax, short of con- 
fiscation or proceedings unconstitutional on other 
grounds.” 

No further citation of authority is needed to 
show the broad power of the Federal Government 
as to taxation. Yet it is not unlimited. It is rec- 
ognized in the quotation last above given that 
there may be confiscation or unconstitutional 
proceedings in levying taxes. Chief Justice White 
says’ that it must be conceded that the general 
rule that the Fifth Amendment is not a limitation 
upon the taxing power of Congress “would have no 
application in a case where, although there was a 
seeming exercise of the taxing power, the act com- 
plained of was so arbitrary as to constrain to the 
conclusion that it was not the exertion of taxation 
but a confiscation of property, that is, a taking of 
the same in violation of the Fifth Amendment; 
or what is equivalent thereto, was so wanting in 
basis for classification as to produce such a gross 
and patent inequality as to inevitably lead to the 
same conclusion.” 

That the Federal Revenue Act does not contem- 
plate double taxation is evidenced by the provision 
of Section 216 allowing the amount received as 
dividends to be deducted in computing taxable in- 
come. Such a deduction as this in case of install- 
ment sales would remedy the situation created by 
the regulation set out at the beginning of this ar- 
ticle. Certainly no one could complain of being 
required to report cash received on installment plan 
contracts for years prior to the change if he were 
permitted to deduct this in finally arriving at his 
taxable income. 


The operation of the rule in Treasury Decision 
3921 is not the ordinary imposition of double taxa- 
tion. That would be bad enough. 


The Regulation as now amended provides for the 
taxation of certain income twice under the same 
law. If the Revenue Act itself so provided it would 
fall within the acts which are condemned by Chief 
Justice White in the decision referred to above. 
Surely the Treasury Department cannot by regula- 
tion impose the same tax twice on particular 
income. 

The Treasury Department avoided the taxation 
of the same income a second time by the amended 
Article 42 of Regulations 45. The taxpayer may 
justly inquire the cause of this sudden reversal 
of policy. 

In the conference report on the Revenue Bill of 
1926 made to the 69th Congress it is stated that in 
the application of the retroactive provision of the 
1926 act “it is intended that the installment provi- 
sions of Regulations 45, promulgated on December 
29, 1919, will be substantially followed in settling 
all cases under prior acts and under this bill,” Con- 
gressional Record, February 22, 1926, page 4109. 
As this apparently refers to Article 42 of Regula- 
tions 45 as originally drafted it must be admitted 
that on the surface the intent of Congress seems 
to be to tax the income in the manner in which it 
is taxed by the recent regulation of the Treasury 





6Brushaber v. Union Pac. R. Co., 240 U. S. 1. 


January, 1927 


Department. It is difficult to believe, however, that 
this was the intent of Congress unless the com- 
mittee meant to say “. . . Regulations 45 promul- 
gated on December 29, 1919, as amended by T. D. 
3082.” 

The transition from one method of accounting to 
another for income tax purposes is accomplished 
with some difficulty in the case of a large busi- 
ness. The change to the installment plan of re- 
porting income has been especially troublesome to 
the Treasury Department. But none of the difficul- 
ties justify any such result as is wrought by the 
regulation in question. The rule prevailing under 
Article 42 of Regulations 45, excluding from in- 
come, payments received on contracts entered into 
in years prior to the change, was a simple method 
of effecting an equitable result. Nor is it any an- 
swer to the justice of this method that the taxable 
income of the taxpayer will be very greatly lowered 
in the years immediately following the change. 
This fact arises because of the payment by the tax- 
payer of his taxes in advance when he was pay- 
ing on the accrual basis. This fact, that is, that 
the taxpayer’s income following the change is very 
much lower than it previously was, furnishes no 
basis for bolstering up the amount of that income 
by a fiction such as has been adopted by the Treas- 
ury Department in the regulation set out at the 
beginning of this article. 

The necessary effect of allowing the taxpayer 
selling on the installment plan to report as in- 
come the profits on payments actually received in 
the tax year, is to defer the time of payment of 
the tax; it does not affect the amount, except as 
the rate may be changed. For example, the tax 
on the profit on a contract of a thousand dollars 
may be levied in different years, but—except as the 
rate is changed—the total of the tax levied in these 
years will be the same as if the entire tax had been 
levied in one year. 

Instances of reduction in taxable income of a 
taxpayer are not uncommon. A change in invest- 
ments to tax exempt securities would greatly re- 
duce taxable income. In fact, any shift in the 
manner of reporting income may vary it in the 
years following the change. Some changes may 
result in an increase, others in a decrease. 


Whatever fine spun distinctions and theories 
there may be in regard to the nature of the in- 
come tax, that is, whether it is a tax on persons 
“in respect to income received by them’’—or a tax 
on the income itself, the tax is measured by the 
income. The nature of the tax would seem to be 
clearly defined by the Sixteenth Amendment itself. 
The provisions of this amendment are that 


“The Congress shall have power to lay and collect taxes 
on incomes, from whatever source derived, without ap- 
portionment among the several states, and without regard 
to any census or enumeration.” 


Natural justice and equity requires that income 
(Continued on page 21) 


7Brady v. Anderson, 240 Fed. 665. 

The income tax has been defined to be “a tax, the amount of 
which is determined with reference to the income of the taxpayer.” 
Kennan on Income Taxation, p. 9 


The Accrual of Taxes as Affecting 
Invested Capital 


By J. Ropert SHERROD* 


in respect to the accrual of the prior year’s taxes 
and a current tentative tax in determining the 
amount of earned surplus includable in invested cap- 
ital of a corporation, association, etc., for the years 
1917 to 1921, inclusive. 
The Accrual of the Prior Year’s Taxes 

The various regulations' promulgated by the Com- 
missioner of Internal Revenue with the approval of 
the Secretary of the Treasury provided for the pro- 
rating of Federal income and profits taxes for the 
prior year out of invested capital as of the various 
installment due dates. The United States Board of 
Tax Appeals in the Appeal of the Guarantee Construc- 
tion Company (2 B. T. A. 1145) decided that such 
taxes are a current non-deductible expense which 
should be accrued as of the due date thereof. The 
effect was to transfer to earned surplus, and conse- 
quently to invested capital as of the beginning of the 
year, the entire undistributed earnings of the prior year 
undiminished by any accrued liability for such taxes 
based on such income. The Board has subsequently 
reversed itself? because of the enactment of Section 
1207, Revenue Act of 1926, which provides: 

“The computation of invested capital for any taxable year 
under the Revenue Act of 1917, the Revenue Act of 1918, and 
the Revenue Act of 1921, shall be considered as having been 
correctly made, so far as relating to the inclusion in invested 
capital for such year of income, war profits or excess profits 
taxes for the preceding year, if made in accordance with the 
regulations in force in respect of such taxable year applicable 


to the relationship between invested capital of one year and 
taxes for the preceding year.” 


This enactment is of very doubtful validity because 
it plainly is an attempt of the 69th Congress to assume 
the judicial function of interpreting the meaning of 
the various Revenue Acts enacted by the 64th, 65th 
and the 67th Congresses. This objection to that legis- 
lation is well covered in an excellent article by Roy M. 
Stroud appearing in the August number of this mag- 
azine, so in this article we will pursue the subject from 
the point where that article stopped. 

Mr. Stroud expresses surprise at the Board’s recog- 
nition of the validity of Section 1207. There seems 
to be some difference of opinion between practitioners 
as to whether Section 1207 was of most benefit to the 
taxpayer or the Government. Judging by the grave 
doubts expressed by members of the Board, from the 
bench, after the United States Supreme Court ren- 
dered its decisions in the cases of United States v. 
Anderson and United States v. The Yale & Towne 
Manufacturing Company,’ as to the soundness of their 
decision in the Guarantee Construction Company case, 
it may be that the Board was of the opinion that Sec- 
tion 1207 really was a measure of relief to the tax- 


*Washington, D. C., Bar; Of Miller & Chevalier. 

1Article 845, Regulations 45 and 62. 

2Russel Wheel & Foundry, 3 B. T. A. 1168. 

8United States Supreme Court Advance Opinions, p. 142, 
February 1, 1926. 


:; THIS article I will discuss the present situation 





payer. The attitude of the Board, from the bench, 
suggested that these Court cases laid down a general 
principle of accounting which would be applicable not 
only to the accrual of the munitions taxes involved 
in these Court cases, but also to income and profits 
taxes. 

Before a corporate taxpayer appeals from a decision 
of the Board upholding the validity of Section 1207 
it should consider what confronts it after it has won 
the point that Section 1207 is invalid. The next step 
is to show that the principles laid down in the above- 
mentioned Court decisions do not apply to the accrual 
of income and profits taxes under the various circum- 
stances which arise under the various revenue acts in- 
volved. While it is the writer’s opinion that the Su- 
preme Court did not intend to lay down a rule of gen- 
eral application and that these Court cases can be 
distinguished, the question is one which should be 
studied thoroughly before a taxpayer elects to appeal 
or sue on account of the application of Section 1207. 
It should be noted that if Section 1207 is held invalid 
and the Courts felt the Yale & Towne case governed 
the accrual of income and profits taxes, such taxes 
tor the prior year would be accruable as of the end of 
the prior year and they would not be allowed to re- 
main in earned surplus up to the due date as in the 
proration method permitted by the Regulations ap- 
proved in Section 1207. The appellant would in that 
case, if appealing from the Board, have its deficiency 
increased. This possibility should cause any taxpayer 
contesting the point to do so through suit for refund 
after additional assessments are barred. 


Does the Yale & Towne Case Lay Down a General 
Rule Applicable to the Accrual of Income 
and Profits Taxes? 


in the Guarantee Construction Company case, the 
Board decided that: 

“Surplus at the beginning of the taxable year may not be 
reduced in computing invested capital on account of taxes 
payable within the year upon the income of the preceding 
taxable year.” (Official syllabus.) 

The syllabus in the Yale & Towne case decided in 
the Supreme Court reads: 

“Munitions taxes paid in 1917 for the year 1916 by a tax- 
payer keeping its books on the accrual basis, and accrued 
on the books of the taxpayer for 1916 were held to be de- 
ductible on the income tax return for 1916 since the tax- 
payer’s true income for 1916 could not have been determined 
without deducting such taxes, and in the economic and book- 
keeping sense such taxes accrued in 1916.” 


It may be stated at the start that we agree quite 
thoroughly with the result reached in the decision of 
the Supreme Court in the Yale & Towne case. 

The Supreme Court case involved determination of 
net income, especially as to the year in which a statu- 
tory deduction should be taken. Such deduction was 
by its nature an element of cost of doing business (a 
payment for the exercise of a privilege, a benefit to 


a, 

















































































10 THE NATIONAL INCOME TAX MAGAZINE 


the taxpayer). The taxpayer had actually accrued as 
an expense the item involved, and the income tax act 
(1916) indicated a preference for the “cash” basis 
of reporting income, but made permissible any other 
method which would reflect annual net income. 

The accrual of income and profits taxes involves 
the determination of earned surplus includable in in- 
vested capital, and the effect thereon of an item non- 
deductible by the terms of the statute, in its very nature 
not an element of cost of doing business, because it 
was in no sense a payment for the exercise of any 
privilege, and no benefit had accrued to the taxpayer 
in connection with the payment. 

The Yale & Towne Manufacturing Company had 
kept its books for 1916 and 1917 on the accrual basis. 
In 1916 it had actually accrued its liability for the 
Munition Manufacturers’ Tax imposed by Section 300, 
Title III, Revenue Act of 1916, in determining its 
taxable income for 1916. Later, it desired to take the 
deduction in 1917 instead of 1916, because of the 
greater tax effect. The so-called Munitions tax sec- 
tion reads as follows: 

“Section 301 (1). That every person manufacturing (a) 
gunpowder * * * shall pay for each taxable year * * * 
an excise tax of twelve and one-half per centum upon the 
entire net profits actually received or accrued for said year 


from the sale or disposition of such -articles manufactured 
in the United States * * *.” (Italics ours.) 


Section 13 (d) of the Income Tax Act (1916) pro- 
vided that: 


“A corporation * * * keeping accounts upon any basis 
other than that of actual receipts and disbursements, unless 
such other basis does not clearly reflect income, may, subject 
to regulations by the Commissioner of Internal Revenue, with 
the approval of the Secretary of the Treasury, make its re- 
turns on the basis on which the accounts are kept, in which 


case the tax shall be computed upon its income as re- 
turned * * *” 


It should be noted that the “accrual basis” as such 
was not mentioned, but the Commissioner and the Sec- 
retary could approve any basis which would reflect 
annual net income. The munitions tax, being an ele- 
ment of cost of manufacture, must be accrued to re- 
flect income. 

The Yale & Towne Manufacturing Company argued 
mainly that since Section 12 (a), Fourth, of the 1916 
Act allowed a deduction only for “taxes paid,” Sec- 
tion 13 (d) did not modify the same and that it was 
imperative to report on the cash basis, and that even 
on the accrual basis, since Section 12 allowed a deduc- 
tion only for “taxes paid,” the taxpayer could not 
accrue a tax until it was “paid.” Considerable stress 
was also laid by counsel on the Department regulations 
under the 1909 and 1913 Acts which Acts were worded 
practically the same as the 1916 Act except that Sec- 
tion 13 (d) was new in the 1916 Act. 

The Supreme Court answered the latter contention 
by pointing out that the provisions of Section 13 (d) 
did not exist in the prior acts. 

No expert testimony was before the Court, as far 
as we are aware, as to the accounting theories involved, 
but the Supreme Court enunciated what is sound ac- 
counting theory as to an excise tax. It said in part: 

“The appellee’s true net income for the year could not 
have been determined without deducting from its gross income 
for the year the total cost and expenses attributable to the pro- 
duction of that income during the year.” (Italics ours.) 
and further: 
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“Only a word need be said with reference to the conten- 
tion that the tax upon munitions manufactured and sold in 
1916 did not accrue until 1917. In a technical legal sense 
it may be argued that a tax does not accrue until it has been 
assessed and becomes due; but it is also true that in advance 
of the assessment of a tax, all the events may occur which 
fix the amount of the tax and determine the liability of the 
taxpayer to pay it. In this respect, for purposes of account- 
ing and of ascertaining true income for a given accounting 
period, the munitions tax here in question did not stand on 
any different footing than other accrued expenses appearing 
on appellee’s books. In the economic and bookkeeping sense 
with which the statute and Treasury decision were concerned, 
the taxes had accrued. It should be noted that Sec. 13 (d) 
makes no use of the words ‘accrue’ or ‘accrual’ but merely pro- 
vides for a return upon the basis upon which the taxpayer’s 
accounts are kept, if it reflects income—which is precisely 
the return insisted upon by the Government. We do not think 
that the Treasury decision contemplated a return on any other 
basis when it used the terms ‘accrued’ and ‘accrual’ and pro- 
vided for the deduction by the taxpayer of items ‘accrued 
on their books.’” (Italics ours.) 


Please note that the Court was not deciding any 
moot question. It expressly confined itself to the is- 
sues in question. It read that the “munitions tax here 
in question did not stand upon any different footing 
than other accrued expenses * * *” and its use of the 
words, “total cost and expenses attributable to the pro- 
duction of that income * * *” show that it was con- 
cerned with expenses and that it recognized what is 
sound law and accounting theory, to-wit: (a) The 
Munitions Tax was an excise tax; (b) an excise tax is 
a payment to the sovereign as the price of the exercise 
of a privilege; (c) if before engaging in an occupa- 
tion, either regularly or incidentally, it is necessary to 
pay or incur a liability as the price or cost of exercis- 
ing such privilege, such liability is a proper element of 
cost and would be deductible as “an ordinary and 
necessary expense” even if Congress had not specifi- 
cally provided for its deduction. In the case of a 
manufacturer it is part of the cost of manufacturing. 

(d) Where Congress has specifically made the pay- 
ment for the exercise of a privilege a statutory deduc- 
tion in the determination of net income, such fact is 
an additional reason why it must be accrued. 

(e) Even if the excise tax had not been a proper 
element of cost, the fact that it was a statutary deduc- 
tion would have made imperative its deduction in de- 
termining net income. 

(f) The Yale & Towne Company had itself recog- 
nized the exercise as a proper element of cost, and it, ap- 
parently, did not deny that its methods of keeping its 
accounts reflected its net profits or annual income for 
1916. 

(g) All factors on which the munitions excise tax 
should be determined were determinable on December 
31, 1916. 

(h) A benefit had accrued to the Yale & Towne 
Manufacturing Company during 1916 in that the Gov- 
ernment had permitted it to make munitions, in spite 
of much agitation in favor of prohibiting such manu- 
facture. 

The above was all that was before the Supreme 
Court and it did not have before it the factors applic- 
able to the present question which are inconsistent 
with the above and are as follows: 

(1) Income and profits taxes, unlike excise taxes, 
are not considered as elements of cost of manufacture 
by accountants. 
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(2) No benefit accrues to a corporation through the 
payment of income and profits taxes. (In the excise 
tax case, the payment of the tax is a direct price placed 
on the exercise of a privilege which is a benefit. ) 

(3) Income and profits taxes represent the sover- 
eign’s share of the profits after such profits have been 
determined. 

(4) Income and profits taxes are expressly made not 
deductible in determining net income under the Rev- 
enue Acts of 1917, 1918 and 1921. 

(5) Section 10 of the 1917 Act shows that the tar 
is levied annually upon the net income of the previous 
year. So that the tax on 1917 income is a tax levied 
in 1918, not in 1917. 

(6) All the factors upon which the 1918 tax is to be 
finally determined were not known or ascertainable at 
the end of the year. (See “Net Loss,” ‘“Amortiza- 
tion,” “Special Relief” and “Inventory Adjustment” 
provisions. ) 

(7) On December 31, 1918, the Revenue Act of 
1918 had not even been enacted. A tax cannot accrue 
or work a diminution of assets prior to enactment. 
(Shuster v. Williams, 283 Fed. 115, Kentucky Jockey 
Club v. Lucas, C. C. H. (1926), paragraph 7168). As 
to fiscal years ending prior to October 3, 1917, or after 
December 31, 1917, and before February 24, 1919, and 
after December 31, 1920, and before November 24, 
1921, the tax finally to be accrued was not determin- 
able at the end of such fiscal year. 


The Supreme Court Did Not Lay Down a General 
Rule as to When All Taxes Accrue 


It has been suggested that the Supreme Court in- 
tended to and did lay down a rule of accounting appli- 
cable to all kinds of taxes and to all tax situations 
when it said: 

“In the economic and bookkeeping sense with which 
the statute and Treasury decision were concerned, the 
taxes had accrued.” 

The words italicized by us seem deeply significant. 
The Court was deciding a point governed by the pecu- 
liar provisions of Section 13 (d), Revenue Act of 1916, 
and T. D. 2433. It did not hold that in a “general 
bookkeeping sense the taxes had accrued,” but only 
that they had accrued within the meaning of Section 
13 (d) and T. D. 2433. 

Nor does the fact that the Supreme Court refused 
to follow in the Yale & Towne case the legal decisions 
as to when a tax accrues indicate that such decisions 
would not be applicable in the present issue. Such de- 
cisions plainly were modified in the issue before the 
Court in the Yale & Towne case because of fhe effect 
of Section 12 (d) supra. One is forced to admit that 
these legal decisions as to when a tax accrues do apply 
to our present problem if he recognizes the effect of the 
case of Schuster v. Williams, 283 Fed. 115, and admits 
that a tax can’t be accrued as of a date prior to its 
enactment. If he does not admit this principle, he is 
forced to concede the invalidity of the Schuster v. 
Williams decision, and that refunds are due Wiscon- 
sin taxpayers. In our present question, the taxes are 
not deductible and the legal decisions on accrual are 
not modified by any such statute as Section 13 (d). 

Congress apparently recognized the different nature 
of income and profits taxes, because, while it allowed 
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all other taxes to be deducted, it expressly prohibited 
the deduction of income and profits taxes in computing 
net income under the 1917 and subsequent Acts. It 
also arranged the installment dates so that the tax 
would as a practical matter be paid out of the income 
of the year when due and payable. 

The munitions tax is an element of cost, a payment 
for the privilege of manufacturing munitions, and is 
essentially different from a general tax. 

It has been suggested that the Supreme Court said 
nothing in the Yale & Towne case to indicate that an 
income or profits tax would stand on any different 
footing than a munitions tax. Of course it had no 
occasion especially to distinguish the tax involved in 
that case, but the language of the opinion shows clearly 
that the Court had in mind the basic nature of the kind 
of tax there under consideration. Consider the fol- 
lowing : 

“The appellee’s true income * * * could not have been 
determined without deducting from its gross income for the 
year the total cost and expenses attributable to the production 
of income during the year. The reserve * * * must have 
been deducted * * * before the net results of the opera- 
tions for the year could be ascertained.” 

And later it said: 


“The munitions tax here in question did not stand on any 
different footing than other accrued expenses appearing on ap- 


-pellee’s books.” 


Plainly the Court had in mind the fact that an excise 
tax, being a payment levied as the cost of exercising 
the privilege of making munitions, was by its very 
nature no different than an amount due for rent which 
would be a payment for the privilege of using the 
premises, and no different than any other ordinary ele- 
ment of cost of manufacturing. 

Income and profits taxes are not an element of cost 
and do not accrue as a debit against income or profit 
and loss. 

While the Supreme Court has properly interpreted 
the accounting principles applicable to the accrual of 
excise taxes, it would surely listen to expert testimony 
on that subject if it was in the record. Possibly the 
reason the Yale & Towne Manufacturing Company had 
no expert testimony in the record was because all ac- 
countants would agree that an excise tax, being a prime 
element of cost, should be accrued in the determination 
of net profits. One Certified Public Accountant has 
testified in a case involving the accrual of income and 
profits taxes to the following effect: That the prac- 
tice of corporations prior to the incidence of the war 
taxes was not to accrue income taxes in any manner 
prior to payment; that after the tax became heavier, 
most corporations adopted the policy of accruing taxes 
as reserves on account of future liabilities; that some 
few did accrue them as a then existent liability, but 
generally made the charge to surplus rather than to 
profit and loss; that an excise tax (considering it to 
be the payment for the exercise of a privilege) is an 
element of cost, regardless of whether the measure of 
the tax is based upon income, size or any other meas- 
urement; that since excise taxes are made expressly 
deductible under the Revenue Acts, such fact is an 
additional reason for making their accrual imperative ; 
that income and profits taxes have never been con- 
sidered as elements of cost by cost accountants, but 
have been considered as arbitrarily enforced contri- 
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butions to the sovereign to be made after profits had 
been determined ; that the principle of accounting gov- 
erning the accrual of all known and ascertainable 
liabilities at the end of each annual period is based 
upon the necessity of showing on the expense side of 
the statement all costs of obtaining the benefits reflected 
on the opposite side ; that no known benefit has accrued 


to the taxpayer through paying income and profits 
taxes, and that there therefore exists no compelling 


reason why they should be accrued prior to their due 
date. 


Classification of General Taxes 


A few accountants, erroneously understanding that 
income and profits taxes were a payment for the “pro- 
tection” afforded by government, have said that such 
taxes should be accrued as an element of cost; that 
the corporation having received the benefit of the “pro- 
tection” and the “protection” being reflected intangibly 
on the income side of the accounts, it was imperative 
to accrue the cost of such benefit in order to reflect 
true net profit. 

This fine-spun theory of a minority as to the accru- 
ability of general taxes is shattered by the indisputable 
proposition that all persons are entitled to and do re- 
ceive the protection of our government whether or not 
they pay taxes, and income taxes are not levied and 
collected upon the “protection” theory (Dobbins v. 
Comrs. of Erie County, 16 Pet. 425, 445, 446.) 

While accountants have universally accepted the principle 
that an excise, or rather privilege tax, must be accrued as an 
element of cost, they have by no means unanimously adopted 
the suggestion that it was compulsory to accrue income and 
profits taxes at the end of a year in order to arrive at true 
profits or true surplus. Practically all accountants will agree 
that to be conservative, reserves should be set up out of 
surplus to take care of Federal income and profits taxes which 
will become due during the next year, but they will also 
testify that this practice resulted mainly from the demands 
of bankers (considering advancing a loan) that not only should 
the unpaid liabilities of the past year be shown on any balance 
sheet, but also the amount of a future liability, which during 
the early part of the following year will. become a_lien 
in favor of the Government. They also demand knowledge 
as to prior liens, dividend policy, etc. Bankers do not care 
whether these taxes be shown as a “reserve,” “liability,” or 
“memorandum” on the bottom of a balance sheet. Thus, while 
privilege taxes by their nature have demanded uniform treat- 
ment (accrual as expense or cost) income and profits taxes, 
on account of their nature, have never caused to be developed 
any uniform treatment and no definite accepted accounting 
policy followed consistently by even a bare majority of the 
accounting profession. ‘ 

This Board apparently clearly recognized the importance of 
the difference in various kinds of taxes as shown by its very 
able opinion in the case of L. S. Ayres & Company, 1 B. T. A. 
1135, where it was said: . 

“We are dealing here with that class of taxes imposed 
generally for the support of Government upon its citizens, 
carrying no special privileges and no specific consideration 
for their imposition. Such taxes are annually recurrent 
charges. They are not imposed upon doing of business, upon 
specific business transactions, upon purchase or sales, or the 
happening of any specific events. The proceeds of such taxes 
are used for the general support of Government. They are 
measured sometimes by property, sometimes by income, some- 
times they are capitation taxes; but in all such taxes the dis- 
tinguishing characteristic is that they are a general jmpost 
and contain no element of the conferring of a privilege for 
which a charge is made. Taxes of this character require that 
an assessment be made to impose the tax. That is, the value 
of property must be determined, the individual subject must 
be found in the case of a capitation tax, or the income must 
be determined in the case of an income tax. After the property 
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has been valued, the individual found, or the income deter- 
mined, there follows the process of ascertaining the tax against 
the property so valued, or against the individual, or against 
the income as determined. Thereafter such taxes become due 
upon a date certain, and the machinery of collection starts. 
At that time, and only then, under the decided cases, do 
such taxes accrue, become due and payable, or attached as 
liens or charges on the person taxed or the property sub- 
ject to valuation and assessment.” 

The above quotation concisely states the basic difference 
between the various kinds of taxes. It would be idle for us to 
attempt a clearer statement of the fundamental differences. 

The Supreme Court has also referred to “reserves” in the 
Anderson case. We should keep in mind that additions to a 
reserve are credit entries; it does not appear in the Anderson 
case whether the debit for taxes was to “surplus” or to “profit 
and loss” but it must have been to “profit and loss” or Section 
13 (d) would not, have applied. 


In dealing with this subject, it seems important not to 
lose sight of the debit end of the entry. What do most 
accountants debit the taxes to in setting up the credit reserve? 
The answer is—to surplus account. It is the segregation of 
surplus to insure the taking care of liability which will 
become a lien on the assets as soon as the assessment list 
reaches the Collector’s office during the next year (R. S. 3186). 
It is done mainly to remove from the sight of stockholders 
greedy for dividends a part of the surplus and generally 
is an estimated amount. The above has been the chief reason 
for making any entry at the end of the year. 

It has been suggested that the income and profits tax was a 
“self assessing tax” as to the amount shown on the return. 
It seems of interest to point out that this is not exact. When 
taxpayers file returns the Collectors inspect them and make up 
assessment lists from said returns and forward such lists to 
the Commissioner of Internal Revenue; that the Commissioner 
signs said lists and returns them to the Collector, who debits 
the taxpayer on his books. The assessment occurs not when 
the return is filed, but months later when the lists are signed 
by the Commissioner. The taxes become a lien still later 
when the assessment lists are returned to the Collector’s of- 
fice. Sometimes the Collector changes the amount 6f tax ad- 
mitted to be due on the return before making up the assess- 
ment lists. There, is no assurance that the amount admitted 
on the return to be due will be the amount originally assessed, 
although it usually is the same. 

The Woodward case held that the estate tax accrued when 
it became due. 


In both the Guarantee Construction Company and in the 
Ayres case the Board apparently gave considerable weight 
to the decision of the United States Supreme Court in the 
case of United States v. Woodward, 256 U. S. 632, where it 
said: “Here the estate tax not only ‘accrued,’ which means, 
became due * * *,. 


Regarding this language, the Supreme Court says in the 
Yale & Towne case: 

“The claim of the taxpayer of the right to deduct estate 
taxe$ levied under that Act for the year when due, although 
paid in a later year, was upheld. It did not appear whether, 
as here, the taxpayer kept his books on the accrual basis 
or whether, as here, events had accrued before the tax be- 
came due which fixed the amount of it; for it did not appear 
whether the deductions to be made from the testator’s gross 
estate were ascertainable for the purpose of determining estate 
tax. The question which we now have to determine was not 
raised, considered or decided in that case.’ 


The latter assertion by the Supreme Court is, of course, 
an innocent error probably due to the lapse of time and the 
changing personnel of the Court. It is interesting to note that 
one of the major propositions in the Government’s brief in the 
Woodward case in the Supreme Court was that: “In this case, 
the estate tax accrued in 1917 and was paid in 1919. Hence, if 
otherwise deductible it could not, by the very terms of the Act, 
be deducted from the income for 1918.” 


The issue as to when the tax accrued was raised by the Gov- 
ernment in the Woodward case, as will be seen from the 
above quotation from its brief. The Government expressly 
argued that it accrued in 1917 and the Court held it accrued in 


(Continued on page 28) 
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Patents—Their Treatment and 
Valuation for Tax Purposes 


By JoHN K. HULSE* 


Revenue Acts from the standpoint of admin- 

istration has been the treatment of patents 
and rights relating to letters patent with reference 
both to invested capital and to taxable net income. 
There were several circumstances which contributed 
in a large way to the difficulty in having adopted a 
fixed set of rules and procedure governing these 
questions. 

The Revenue Act of 1917 as amended to include 
the feature of invested capital and 
profits taxes was a kind of legis- 
lation which had no precedent. 
The Treasury Officials were put 
to a great test to provide the ma- 
chinery for the interpretation and 
administration of a law which had 
no counterpart in the legislation 
of any nation. Before adequate 
rules for procedure or administra- 
tion could be formulated and be- 
fore a careful interpretation of this 
complicated law could be made, 
the Revenue Act of 1918 was 
passed. This latter Act differed 
in many important respects from 
its predecessor. Practically speak- 
ing, therefore, the Treasury De- 
partment was faced with the ne- 
cessity of administering two 
widely differing laws at the same 
time and by use of such machin- 
ery as could be assembled at a 
time when the best efforts could 
not be put forth on account of the unsettled conditions 
caused by the War. One of the principal differences 
between these two Revenue Acts was in connection 
with patents. 

A great deal of the difficulty in arriving at a per- 
manent basis for the treatment of patents was due 
to their analogy to goodwill. It could not be 
definitely stated that the value of a patent was 
capable of being separated from the value of the 
goodwill of the concern manufacturing under that 
patent. As a matter of fact it cannot yet be defi- 
nitely decided that there is a proper basis for sepa- 
ration of these elements of success of any taxpayer 
enjoying the use of patents or patent rights. 

Another condition which contributed to the un- 
certainty regarding patents consisted of the diver- 
gent claims and contentions of the many taxpayers 
whose tax liability came into question in the early 
days of the administration of the profits tax laws. 
A taxpayer, for instance, who had obtained letters 
patent more than seventeen years prior to the tax- 
able year 1917 and who in that year was subjected 
to profits taxes could show that the cost of the 
patents had not been eliminated from invested capi- 
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tal, as a matter of fact, because their value had 
merged with that of goodwill. Other taxpayers who 
had paid a considerable amount for patents not yet 
expired or which had a substantial value at March 
Ist, 1913 would contend that patents do expire and 
that they are entitled to a substantial deduction in 
arriving at net income, provided, of course, that the 
effect on invested capital would not work a hard- 
ship upon them. These two opposing views, both 
of which could easily be supported by fact and sound 
argument, contributed largely to 
the difficulty of the Treasury De- 
partment in fixing a permanent 
basis. 

In addition there was corisider- 
able uncertainty as to the exact 
nature of a patent. There was 
little doubt that it was property, 
but the Treasury was uncertain 
as to whether it was tangible 
property or intangible property 
and there was that additional ele- 
ment of doubt as to whether in- 
tangible property was the proper 
subject of a depreciation allow- 
ance. The difference in the in- 
vested capital provisions of the 
1917 Act and of the 1918 Act 
added further to this confusion. 
The problem appears to have been 
attacked in turn by Congress, by 
the Committee on Rules and 
Regulations, by the Advisory Tax 
Board, by the Committee on Ap- 
peals and Review, by the Solicitor of Internal Revenue, 
by the U. S. Board of Tax Appeals and by the Courts, 
and not until early in 1925 was a rule established which 
was sufficiently definite to be relied upon in the majority 
of cases. 

The only assistance which the Treasury Depart- 
ment could locate in the various Revenue Acts was 
a provision that a reasonable allowance should be 
made in computing income for the exhaustion of 
property and that as to invested capital the earned 
surplus and any paid in surplus should be included, 
hence the problem appears to be one of adminis- 
tration almost entirely. 

The first regulations (Article 174 of Regulations 
33) provide for a deduction representing the ex- 
haustion of patents on cost only and specifically 
exclude a March 1, 1913 value. The Advisory Tax 
Board in Recommendation No. 59 (C. B. — 1, page 
138), however, held that depreciation on patents 
should be computed in accordance with Article 
167 of Regulations 45, which allowed a recovery 
of the March Ist, 1913 value in connection with the 
Revenue Act of 1918, thus the administration of the 
two acts is placed on the same basis in this regard. 
Article 843 of Regulations 45 in discussing patents 
in their relation to invested capital states that a 
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correct computation of surplus does not necessarily 
require a deduction in respect of the expiration of 
patents and in general places each taxpayer in the 
position of showing that its indivdual treatment of 
patents is the method best suited to reflect the 
proper surplus and undivided profits for invested 
capital purposes. 

In Memorandum No. 209 (C. B. — III-1, page 176) 
the Committee on Appeals and Review takes the 
position that the right to deduct depreciation of 
patents is a privilege which may be exercised or 
not at the taxpayer’s option and that such option 
remains open only during the time for filing the 
original return; that such option is binding and con- 
clusive on the taxpayer with respect to the particu- 
lar taxable year and in general that if no deprecia- 
tion were charged off originally none can be allowed. 

This situation obtained until the U. S. Board of 
Tax Appeals in.the Appeal of Union Metal Manufac- 
turing Company, (1-BTA-395) decided in January, 
1925, that the exhaustion of patents was a fact which 
must be recognized in a computation of income and 
of invested capital, based on the date of expiration 
of such patents and that there was in fact no option 
whatever to the taxpayer with reference to the de- 
duction of the allowance or the correctness of the 
surplus and undivided profits account for invested 
capital purposes. This decision has been acquiesced 
in by the Commissioner and a definite basis for the 
treatment of patents has been reached. Adjust- 
ment of invested capital for depreciation of patents 
is further covered by the decision of the Board in 
the Appeal of Winsor and Jerauld Manufacturing Co. 
(2 B. T. A. 22). 

Meanwhile there was some confusion injected into 
the situation on account of the decision of the U. S. 
Supreme Court in the case of United States v. Flan- 
nery. The position was taken for a short while in 
the Income Tax Unit that inasmuch as the Supreme 
Court had decided that a loss cannot be based upon 
a March 1, 1913 value higher than cost, it followed 
that the exhaustion of patents, being a progressive 
loss based upon the lapse of time, could not be based 
upon a March 1, 1913 value, but in Memorandum 
No. 4110 (C. B.—IV-2, page 162) the Solicitor of 
Internal Revenue pointed out the inconsistency of 
such a viewpoint and sustained the practice of al- 
lowing depreciation deductions based on a March 
1, 1913 value of patents. This now appears to be 
approved practice under all Revenue Acts beginning 
with that of 1917, regardless of whether invested 
capital be involved. 


There are in general four dates upon which it is 
necessary to place a value upon patents or patent 
rights, depending upon circumstances. In some 
cases the basic date is the date when paid in to a 
corporation or partnership subject to profits taxes, 
both for invested capital and for annual deductions 
from gross income. The latter would apply only 
where such patents were paid in subsequent to 
March 1, 1913 for stock or shares of the taxpayer. 

Under the 1917 Act it is sometimes necessary 
or advisable to arrive at a valuation as of January 
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1, 1914. This applies only to the one revenue act 
and is not an important factor from a practical 
standpoint except in rare cases. 

The third basic date which becomes of importance 
for the purpose of proving the value of patents is 
in the case of a reorganization prior to March 3, 
1917 for invested capital and income deductions or 
a reorganization prior to January lst, 1921 for the 
purpose of computing deductions in arriving at net 
income. 

The fourth and usually the most important basic 
date is March 1, 1913. Under present regulations 
and procedure a deduction is allowed for the exhaus- 
tion of patents based upon the value as of that date 
and upon the remaining life. 


First Valuation Suggestions 


The first suggestions for establishing the value 
of intangible assets were contained in Advisory 
Tax Board Memorandum No. 47 which was super- 
seded and amplified by the Committee on Appeals 
Memorandum No. 34 (C. B. 2, page 30). These 
memoranda were issued with especial reference to 
claims for obsolescense of the value of trade marks, 
trade brands and goodwill in the case of distillers 
and wholesale liquor dealers but have been used as 
a basis for establishing evidence of value with ref- 
erence to patents and other intangible property. It 
was in these memoranda that the Treasury Depart- 
ment first adopted the principle of using a fair re- 
turn over a period of years on tangible capital and 
capitalizing the excess earnings over such fair re- 
turn in order to have a check on the income produc- 
ing value of the intangible property in question. In 
Solicitor’s Memorandum No. 2435 (C. B. III-2, page 
20) this principle was further amplified by recogniz- 
ing that a percentage rate of capitalization of earn- 
ings applicable to goodwill shown by the amount 
actually paid for the business should be used as a 
check against the determination of goodwill value 
as of March 1, 1913 and if the goodwill is sold upon 
the basis of capitalization of earnings less than the 
figures above indicated as the ones ordinarily to be 
adopted, the same percentage should be used in 
figuring value as of March 1, 1913. Consequently 
upon the sale of a business consisting of both tan- 
gible and intangible property, if the sale price points 
out the proper rates of return to be used for tangible 
and for intangible property, these rates appear to 
be the proper ones to use in computing the value 
of the property as of the basic date. This principle, 
as enlarged upon in Memorandum No. 2435, would 
appear likewise to apply to the sale of any intan- 
gible property aside from goodwill. 

In seeking to establish the value of patents as of 
any particular date we find official sanction to very 
few methods, although there is a wide field for the 
exercise of ingenuity in assembling evidence as to 
values. In those cases where a value is sought to 
be established, based on expected future earnings, 
the United States Board of Tax Appeals and the 
Commissioner of Internal Revenue are in agree- 
ment that a present value of such earnings should 
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be computed at the basic date by use of Hoskold’s 
Formula (Appeal of S. Marsh Young, 2 B. T. A. 
457). In using the earnings over a fair return on 
tangible capital for a specified period prior to the 
basic date, however, the taxpayer is often con- 
fronted with a situation which confused the Depart- 
ment at the very outset, viz.: the relation of patents 
to goodwill. There is a definite relation between 
these two intangible assets on a scale approaching 
the relation between the value of a leasehold and 
the value of goodwill, both owned by the same per- 
son, and it is sometimes difficult to separate those 
values or establish that one of them has no value, 
while the other has a substantial value. 


Valuation Methods Officially Approved 


One method of showing the value of patents or 
patent rights which has received official approval, 
is that whereby the royalty paid indicates a definite 
capital value (Appeal of S. Marsh Young). 

A second method and one used where the patents 
had no demonstrated value at the basic date was in 
the appeal of Gamon Meter Company (1 B. T. A. 
1124) whereby experts, consisting of a patent attor- 
ney and certain engineers, rendered testimony as to 
their opinion of the value of the patents in question. 
This opinion evidence was supported by a record of 
earnings made subsequent to the valuation date. In 
this connection it is interesting to note that while 
subsequent earnings have no apparent usefulness in 
determining the value of patents at any particular 
date, such evidence is usually submitted as corrobo- 
rative evidence in support of the value sought to be 
established. 

As another test of the value claimed for intan- 
gibles—including patents—the Treasury rulings and 
practice, as well as the attitude of the Board of Tax 
Appeals, recognize that the selling prices for cash 
of stock or shares of the taxpayer at or near the 
basic date, when such sales are of sufficient size to 
be considered representative, form a sound basis of 


valuation, or are at least a material indication of the 
value existing. 


It would appear that the only method of arriving 
at a fair cash market value of patents which would 
not be open to question would be to be in the for- 
tunate position of having offered the patent or pat- 
ent right for sale on or about the basic date, at a 
certain figure, and to have been offered in cash a 
price so closely approaching the amount demanded 
as to permit a fair basis for the average. Such 
transactions between persons not under the neces- 
sity of selling or buying are very rare and for prac- 
tical purposes this ideal situation would not be 
encountered ordinarily. 


The nearest approach to this definite basis of val- 
uation consists of having an accumulated cost on 
or about the basic date, such cost being capable of 
proof. This evidence would ordinarily be supported 
by the record of subsequent success with the patent. 
Ordinarily patents are developed under circum- 
stances in which their total cost seldom gets into 
the taxpayer’s records. Experimental work is 


THE NATIONAL INCOME TAX MAGAZINE 


15 


usually charged off as current expense and where 
there is a considerable amount of this work done 
and there can be no accurate division of the direct 
cost or of the indirect cost of such experimental 
work among each of the articles being developed, 
it is evident that the proper cost of each patent can- 
not be fully proved. 

Another situation and one which arises more fre- 
quently furnishes a substantial basis for the valua- 
tion of patents. That is where there has been an 
infringement and the payment of damages, profits 
and costs due to agreement between the parties or 
as the result of legal proceedings. In the absence 
of unusual conditions the amount recovered is 
capable of being capitalized in a manner to show a 


fair value for the patent which was the subject of 
infringement. 


Occasionally a situation arises wherein it can be 
proven that there is a complete monopoly in a cer- 
tain line due to the patent. As an instance, this 
might arise through the fact that Governmental 
agencies prescribe directly or indirectly certain 
patented articles for use on equipment used in inter- 
state commerce, or in some such a situation as that. 
Where this condition obtains. there is immediate 
evidence of value, especially if earnings reflect such 
value. 

Then again there arises the proposition of pat- 
ented machines requiring the use of a definite 
amount of labor less than the machines which they 
supplant. For instance, in mills it might be the 
custom for one operator to attend to two machines 
and those machines could be replaced by other 
machines so designed that the one operator could 
handle four of them. This ordinarily would indi- 
cate a 50 per cent cut in the payroll of the class of 
labor concerned. Immediately a basis of valuation 
arises, but in some cases this value might be re- 
stricted by a Government regulation or inability to 
cope with the labor situation. 

An additional method of proving valuation of 
patents arises in the case where a taxpayer manu- 
factures several articles which are not patented, 
and in addition, an article which is protected by a 
patent. In that situation there are a number of 
factors to be considered such as the similarity of 
the product, the proportion of tangible capital em- 
ployed by the two classes of product, and a com- 
parison of costs and of selling figures between the 
two classes of product. If an equitable method of 
distributing the factory overhead or burden as be- 
tween the two classes of product can be worked out 
and if the administrative expenses can be properly 
allocated as to the separate classes, it would appear 
practicable to demonstrate the value of the patent 
by arriving a. the net profit on the patented articles 
based upon the relative percentages of cost of sales 
of the two classes of product. 

In addition to the question of valuation there is 
often another feature connected with patent which 
requires attention, and that is the question of de- 
ductible loss sustained by reason of the patent be- 
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Judicial Review of Treasury 
Regulations 


Part [I1l—Lesgislative Non-Procedural Regulations 
By J. Harpy PATTEN* 


N attempting a discussion of the extent to which 
| pure legislative regulations of the Treasury Depart- 

ment are reviewable in the courts, it must be remem- 
bered, at the outset, that we are dealing with a virgin 
field of tax law. The origin of this type of ruling 
may be traced back to the Revenue Act of 1916. An 
examination of that act will reveal two instances where 
Congress thought it expedient to lodge with the ad- 
ministrative officers the sole power to rule by regulations 
on certain substantive questions of law.®® Thereafter, 
with the enactment of each new revenue act, Congress 
found it necessary to put in the hands of the Secretary 
and the Commissioner additional powers, until today, 
in the Revenue Act of 1926, alone, there can be 
cited at least fifteen instances of a similar grant of 
power, which, if exercised, would directly affect the 
substantive rights of taxpayers.” In each of these 
cases, the discretion is vested in the Treasury officials 
by express words of the particular section on which 
Congress intended the administrative officers to “leg- 
islate.” We have already seen that under Section 1101 
of the Revenue Act of 1916, the Commissioner, with 
the approval of the Secertary, is authorized to pre- 
scribe all needful rules and regulations for the en- 
forcement of its provisions. Under the language of 
this section, the Commissioner may, if he finds it neces- 
sary, promulgate a regulation on any section of the 
act he chooses. Why, then, has Congress, in par- 
ticular sections of the act, again made provision in 
express language for the issuing of regulations? Cer- 
tainly, for no other purpose than to provide that, in 
those situations, the administrative agency should 
supply, according to its own judgment, those matters 
upon which Congress, due to their highly technical 
nature, found itself incapable of legislating. Quota- 
tions have already been presented to show that such 
was the intent of the members of Congress who stood 
out as leaders in tax legislation in the House and 
the Senate. 


Perhaps the clearest cut case involving the judicial 
review of a pure legislative regulation is that of New 
Creek Co. v. Lederer™ where the problem was squarely 
presented for the first time. The Revenue Act of 
1916 provided as follows: 


“Section 12 (a). In the case of a corporation * * * such 
net income shall be ascertained by deducting from the gross 
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69Section 5 (a) (8) provided for a reasonable allowance for 
depletion of oil and gas wells and mines, “such reasonable allow- 
ance to be made under rules and regulations to be prescribed by 
the Secretary of the Treasury.” In Section 8 (g) the Commis- 
sioner was authorized to prescribe, by regulation, under what cir- 
cumstances a taxpayer could make his return upon the accrual as 
distinguished from the cash basis of keeping books. 

70For instances of sections of the 1926 Income Tax Act which 


authorize the issuance of legislative non-procedural regulations, 
see 203 (b) (5): 204 (a) (9); 205; 209 (c); 212 (b); 214 (a) 
(9); 217 (e); 234 (a) (8): 234 (b). 

71(E. D. Pa. 1923) 288 Fed. 99, (C. C. A. 3rd Cir. 1924) 295 
Fed. 433 
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amount of its 
sources. 


“Second . . (b) In the case of mines a reasonable allow- 
ance for depletion thereof not to exceed the market value in 
the mine of the product thereof which has been mined and sold 
during the year for which the return and computation are 
made, such reasonable allowance to be made . . . under rules 


and regulations to be prescribed by the Secretary of the Treas- 
ury . 


The Secretary, through the Commissioner, issued 
Article 172 of Regulations 33, which fixed the method 
to be used by the taxpayer in arriving at this “reason- 
able allowance” for depletion. In other words, the Com- 
missioner, according to his sound judgment, decided 
what should be considered a “reasonable allowance.’ 
The District Court refused to allow the taxpayer a 
greater amount for depletion than that fixed by the 
Treasury Department, in accordance with Regulations 
33. The Circuit Court of Appeals, in affirming the 
decision of the lower court, treated the regulation as 
binding on the court, reviewing it only to determine 
if it was “unreasonable.” The following language 
of the court is pertinent: 


“Therefore, it appears that the act allowed the taxpayer a 
deduction for depletion of the corpus or capital of the property. 
But how was it to be arrived at? Clearly Congress did not 
know. And this is entirely natural because of the variable 
factors entering inevitably into such problems as they arise 
with reference to mines under varying conditions. Therefore, 
Congress said that this reasonable allowance for capital deple- 
tion should ‘be made . . under rules and regulations to be 
prescribed by the Secretary of the Treasury’ 


Both the District and Circuit Court of Appeals ap- 
plied the test of reasonableness to the regulation. The 
upper court then concluded: 

“We do not find that the rules and regulations prescribed by 
the Secretary of the Treasury for the enforcement of the 
allowance for depletion under the provision of the Revenue 
Act of 1916 are, in view of the subject matter of taxation, 
unreasonable, or that by these rules the taxpayer was deprived 
of the deduction which the statute allowed.” 


As in the review of a procedural legislative regula- 
tion, the court merely “controlled” the opinion of the 
administrative officer, recognizing the extent of the 
discretionary authority granted, and refusing to sub- 
stitute its opinion under such circumstances. How 
far are we to extend the doctrine of the New Creek 
case? Does it lay down a general rule that all leg- 
islative regulations are not entitled to a full review“ 
Or is it possible that the court resorted to the doctrine 
of finality merely as an easy way out of a difficult 
situation? Or is the case to be distinguished from 
other situations involving legislative regulations inas- 
much as the court was dealing with a problem involv- 
ing valuation? 

These questions, and others which might arise, can- 
not, at this time, be answered with any degree of 
certainty. However, it would appear that some con- 
sideration must be attached to the point raised in regard 
to valuation. Valuation has always been largely a 
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matter of opinion. There would seem to be no reason, 
therefore, why the opinion of the Treasury Depart- 
ment, whose officers are daily fixing and determining 
values, should not be taken in preference to that of 
the taxpayer’s. The Supreme Court has recognized 
a greater exercise of discretion by tax administrators 
in the field of valuation than in any other branch of 
taxation.”” At the same time, it must not be forgotten 
that there is no property so difficult of accurate valua- 
tion as mining property.”® 

The Circuit Court of Appeals, for the Fifth Cir- 
cuit, in March, 1926, handed down an opinion in which 
it recognized the finality of a pure legislative regula- 
tion."* The United States filed a bill in equity to 
recover from the individual stockholders of a dis- 
solved corporation an assessment of income and excess 
profits taxes due from the corporation. The question 
arose as to the method of valuing the inventory of 
raw material of the corporation for the years 1916, 
1917 and 1918. Section 203 of the Revenue Act of 
1918, relative to inventories, was as follows: 

“That whenever in the opinion of the Commissioner the use 
of inventories is necessary in order clearly to determine the 
income of any taxpayer, inventories shall be taken by such 
taxpayer upon such basis as the Commissioner, with the ap- 
proval of the Secretary, may prescribe as conforming as nearly 


as may be to the best accounting practice in the trade or busi- 
ness and as most clearly reflecting the income.” 


Article 1582, of Regulations 45, prescribed the 
“basis” to be either one of “(a) cost or (b) cost or 
market price, whichever is lower.’ The court recog- 
nized that the regulation prohibited the taxpayer from 
valuing his inventory at market price, unless it was 
lower than cost. In the inventory taken at the close 
of 1916, the corporation had valued its raw material 
on hand at ten cents per pound, stated to be the 
market value, while the cost was six and a quarter 
cents per pound. Such a valuation was clearly in 
disregard of the regulation. This the court realized, 
and after deciding that the regulation conformed to 
the best accounting practice in the manufacturing 
business, treated it as binding on the court, reviewing 
the ruling only to ascertain if it was reasonable and 
fair. The following extract from the opinion best 
presents the attitude of the court: 

“In view of the provision of the statute which requires that 
the method of inventory must be calculated to most clearly 
reflect the income, we think that the regulations promulgated 
are reasonable and fair and within his authority to make. 
The option given the taxpayer to value his inventory at cost or 
market price, whichever is lower, grants nothing to a manu- 
facturer but as he has the right to value his inventory at cost, 
it takes nothing away from him. He cannot, however, value 
his inventory at market price if it is higher than cost.” 


The Commissioner, then, was the mouthpiece of 
Congress for the purpose of determining the basis 
upon which inventories could be taken. The Court, 
in reality, treated the regulation as a part of Section 
203, and as it would not inquire into the policy of 
Congress in enacting a section of a revenue statute, 
so here it did not feel that it was obliged to go behind 


the Commissioner’s legislative regulation and examine 


the policy under which it was issued. 





728ee Ray Consolidated Copper Co. v. U. 8S. (1925) 268 U. S. 
373: Central Union Trust Co. v. Edwards (1923) 287 Fed. 324. 

78The Circuit Court of Appeals in the New Creek Case recog- 
nized this difficulty, as will be seen from the following extract 
from its opinion: “Obviously, this statutory delegation of au- 
thority to the Secretary of the Treasury was made because of the 
peculiar nature of mining property as a subject of taxation.” 

7™4U. S. v. Kemp (C. C. A. 5th Cir. 1926) 12 Fed. (2nd) 7. 
Petition for Writ of Certiorari filed in Supreme Court June 8, 
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The Supreme Court has never been called upon to 
pass on the finality of a pure legislative regulation 
of the Treasury Department. It has, however, refused 
to fully review an order of the Commissioner issued 
under an exercise of an implied discretionary power.” 
In a case involving a legislative regulation, issued 
under the custom laws, the Supreme Court refused 
to review its correctness, beyond inquiring into its 
reasonableness.”* It has also intimated that legislative 
regulations, issued under Congressional authority, by 
the Secretary of Agriculture, relating to grazing on 
public lands, should be treated as non-reviewable, that 
is, subject only to “control review.”"7 In a 1924 
case,"* involving the exercise of discretionary power 
granted to the Director of the Veteran’s Bureau by 
the War Risk Insurance Act,”® the Supreme Court, 
in recognizing the finality of that officer’s ruling, said: 

“The statute which creates the asserted right, commits to 
the Director of the Bureau the duty and authority of adminis- 
tering its provisions and deciding all questions arising under 
it; and in the light of the prior decisions of this Court, we must 
hold that his decision of such questions is final and conclusive 
and not subject to judicial review, at least unless the decision 
is wholly unsupported by the evidence, or is wholly dependent 
upon a question of law or is seen to be clearly arbitrary or 
capricious. 

Whether or not we are justified in going outside of 
the field of taxation to determine the extent of judicial 
review of pure legislative regulations, it does seem, by 
parity of reason, that, if the courts have refused to 
fully review procedural legislative regulations, there 
should be no hesitancy, on their part, in treating as 
final non-procedural legislative regulations. 


Without entering into a detailed discussion of the 
force and effect of the Commissioner’s regulations 
upon the Board of Tax Appeals, it seems fitting at 
this time to make a few general observations. The 
Board has not as yet fully recognized the doctrine 
of administrative finality in the issuing of legislative 
regulations, nor has it been called upon to review what 
we have designated administrative regulations. The 
Board has, however, taken a definite stand toward the 
review of interpretative regulations. The following 
paragraph, from an opinion of the Board,®° shows 
that its attitude toward the latter type of regulation 
is similar to that adopted by the courts: 

“The creation of the Board of Tax Appeals has introduced 
into this administrative system a body neither administrative 
nor wholly judicial, which is required to pass on the merits of 
disputed tax deficiencies as between the Commissioner on the 
one hand and the taxpayer on the other. Its sole function is 
to determine whether, as a matter of law under the facts of 
the case, certain deficiencies asserted by the Commissioner 
should be assessed and collected. Such being the function of 
the Board, it is its duty to determine from the statute whether 
the tax asserted by the Commissioner is properly due. In 
arriving at such a determination, it is concerned with regula- 


tions only to the extent that such regulations validly interpret 
the revenue act in question.” 
* * * * * * 


The present important problems of judicial review 
deal almost altogether with that type which we have 
discussed under the name of “control review.” 
How far the courts will go in the future in 
recognizing any degree of legislative finality is 
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770. S. v. Grimaud (1911) 220 U. S. 506. 

78Silberschein v. U. S. (1924) 266 U. S. 221. 

7940 Stat. 609. . 
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still open to conjecture, although some courts 
have, in a few cases, made rather a formidable 
start in attempting to formulate some definite policies. 
One thing is certain, and that is that the develop- 
ment of this field of review in Internal Revenue 
taxation is not keeping pace with its development 
in other branches of Federal administration. But 
if taxation is to fill even half as important a niche 
in our government as it now fills, we are bound 
to witness the growth of some fixed and definite 
doctrine of judicial review. Whether it will be 
along the lines as herein suggested, or through 
some other channels, is not of primary importance. 
The administration of Internal Revenue laws is cer- 
tain to become more stabilized. The past tendencies 
have all pointed toward less flexibility for the future. 
Some definite policy of judicial review seems neces- 
sary if the administrative system is to function with 
a greater degree of smoothness. There should be a 
fixed procedure upon which the Bureau could depend, 
so as to be able to follow its process in other cases. 
The advancement of any doctrine of finality with 
regard to legislative regulations, is dependent largely 
upon the individual action of tax lawyers, the Treasury 
Department, Congress, and the courts. Tax lawyers, 
conversant with the growing field of administrative 
law, have the opportunity to blaze the trail for their 
less versatile associates. The Bureau of Internal 
Revenue, through the office of the General Counsel, 
should, as a matter of fact, be more interested than 
the taxpayers in leading the way for the development 


Mutual Insurance Companies Saved 
Millions in Taxes by Supreme 
Court Decision 


S a result of the decision of the United States 

Supreme Court in Duffy, Collector, v. Mutual 
Benefit Life Insurance Company, it is estimated that 
the Government will be unable to collect $25,000,000 in 
additional assessments which it had planned to impose 
as excess profits taxes for 1917 against similar com- 
panies in the country. 

The court held that a non-stock mutual life insur- 
ance company’s invested capital under the Act of 1917 
includes the legal reserve actually paid in by the 
members. 

The contention of the Bureau of Internal Revenue 
was that invested capital must be either cash or tangible 
property paid in for stock or shares in the corportion, 
and inasmuch as the company has no capital represented 
by stock or shares, its legal reserve is not capital within 
the meaning of Section 207 of the Revenue Act of 
1917 ; that the legal reserve is not surplus or undivided 
profits because it is no more than the equivalent of the 
obligations of the company at the time under its policies 
of insurance. Stress was laid upon the fact that the 
legal reserve was carried as a liability. 

The court held that the assets in the reserve have 
never represented indebtedness any more than the cap- 
ital stock of a corporation subscribed by its stockholders 
represents indebtedness. 


“Until the maturity of a policy, the policyholder is simply 
a member of the corporation, with no present enforceable 
right against the assets. Upon the maturity of the policy 
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of this type of review, as the larger share of the 
accruing benefits, if any, are in the favor of the gov- 
ernment. So far the attitude of the Bureau has been 
anything but aggressive, but there are some indica- 
tions of a change of policy. In the absence of any 
action by these two factors, the courts themselves, 
might assume the initiative in propounding the theory 
of administrative finality. But upon Congress rests the 
larger burden of studying the problems involved in 
judicial review and writing into the next revenue act 
some definite and clear cut policies. 

Congress has always been hesitant to confer any 
more authority upon administrative departments than 
is barely necessary. There is, however, a growing 
feeling that it must squarely meet the issues when the 
time comes to write a new revenue act, and clearly, 
and without the use of subtle language designate when 
and how the Commissioner is to exercise his own 
discretion. 

In the last analysis any action depends upon a 
proper realization of the importance of the application 
of principles of administrative and constitutional law 
to Internal Revenue taxation. The failure to appre- 
ciate the administrative problems involved in tax cases, 
by all concerned, has been, outside of any question 
of policy, the one factor which has slackened the 
development of the doctrine of administrative finality. 
There is no doubt but that the next few years will 
witness an increasing interest in the administrative 
problems presented in Federal taxation, but with what 
results time alone can tell. 


he becomes a creditor with an enforceable right. Then for 
the first time there is indebtedness. See Mayer v. Attorney 
General, 32 N. J. Eq. 815; 820-222. In the meantime each 
member bears a relation to the mutual company analogous 
to that which a stockholder bears to the joint stock com- 
pany in which he holds stock. In either case, the title to 
the assets is in the corporation and not the members or 
stockholders. 


“True, the amount of the reserve is carried on the books 
as a liability, but only as the capital stock of a stock cor- 
poration is carried on its books as a liability * * *.” 


Tax Revision Deferred by Republicans 
Until the Seventieth Congress 


Y unanimous action the Republican members of the 
Ways and Means Committee on December 11 
rejected both the administration tax credit plan and 
the Democratic proposal for a permanent tax reduction 
of $335,000,000. 

It is conceded that this action removes all chance 
of tax revision at the present session of Congress. Tax- 
payers are now pinning hope to a permanent reduction 
of rates in 1928, but even that is contingent upon the 
extent of the business recession now in progress. 

In explanation of the action of the Committee, Rep- 
resentative William R. Green, chairman of the Ways 
and Means Committee, said: 


“The report of the Secretary of the Treasury estimates 
the surplus for the fiscal year 1927 at $383,000,000. Three 
plans have been suggested with a view to giving the tax- 
payers the benefit of this surplus. Mr. Garner, in behalf of 
the Democratic Party, has introduced a bill to amend the 
Revenue Act of 1926, which will provide for a permanent tax 
reduction of approximately $335,000,000 a year. The Secre- 
tary of the Treasury, in his annual report, suggests that a 
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credit might be allowed of 30 per cent of the half year’s 
taxes due and payable in the first six months of 1927, which 
would represent a credit of 15 per cent on the total taxes 
due for the entire calendar year 1927, which would reduce 
the surplus of the present fiscal year by approximately 
$300,000,000, but would not affect the revenues of the fiscal 
year 1928. If no action is taken by Congress the surplus 


will automatically be applied to the reduction of the national 
debt. 


“The Republican members of the Ways and Means Com- 
mittee have considered the propositions with great care. 
They are unanimously agreed that no further revision of 
our tax system should be made until the full effects of the 
last revision are known and the Congress is in a position 
to estimate the normal revenue that may be expected from 
the Revenue Act of 1926. The law has been in effect less 
than six months and the figures as to its yield are based on 
estimates rather than actual receipts for a full fiscal year. 

“The Republican members of the committee have also 
carefully considered the suggestion made by the Treasury 
to grant a credit on the first two income tax payments to be 
made in the calendar year 1927. They recognize that there 
is much to be said in favor of this proposal, but of necessity 
the benefit of this reduction would be limited to income tax 
payers, whereas a reduction of the national debt inures to 
the benefit of all taxpayers.” 


Hearings in $35,000,000 Tax Deficiency 
Suit Involving Ford Stock Scheduled 


EARINGS by a special division of the Board of 

Tax Appeals to determine the equity of the 
assessment by the Treasury Department of approxi- 
mately $35,000,000 in additional taxes on the profits 
arising from the sale of Ford motor stock in 1919 are 
scheduled to begin in Detroit on January 10, 1927. 

Cases which the Board has consolidated for hearing 
and the number of shares and amount of tax involved 
are as follows: Senator Couzens, 2,180 shares, 
$10,909,588; estate of John F. Dodge, 1,000 shares, 
$5,004,398; estate of Horace E. Dodge, 1,000 shares, 
$5,004,398; Horace H. Rackham, 1,000 shares, 
$5,004,398; Rosetta V. Hause, 20 shares, $84,408; 
John W. Anderson, 380 shares, $1,438,826; David 
Gray, 525 shares, $2,277,079; estate of P. H. Gray, 
525 shares, $2,277,079; and Paul R. Gray, 525 shares, 
$2,277,079. 

Three members of the Board of Tax Appeals will 
hear the evidence: John M. Sternhagen, chairman; 
J. J. Marquette and E. H. Van Fossen. 

The principal points involved are: (1) Whether the 
Bureau of Internal Revenue had the right to reopen 
the cases which were closed when taxes had been 
assessed and paid and (2) the value of the Ford Motor 
Company stock on March 1, 1913. 

The Treasury Department claims that $9,400 per 
share, taken as the March 1, 1913, value of the stock in 
computing the profit upon which the original assessment 
was made, is $5,800 too high, and that the stock was 
worth only $3,600 a share. 


Court Decisions 


Additional Assessments.—Where the limitation period has 
expired after the filing of bona fide returns, assessment may 
not be made upon the ground that the return was erroneous 
as filed on wrong basis and that it was not such as was 
required by statute.—Dist. Ct., Dist. of Minn., First Div. in 
United States of America v. Mabel Elevator Company. 

Annuities.—An annuity bequeathed to a widow, in consid- 
eration of her relinquishment of statutory rights is a pur- 
chase annuity and exempt from income tax until the pur- 
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chase price shall have been returned.—Circuit Court of Ap- 
peals, Second Circuit in Eva F. Warner v. James J. Walsh, 
Collector. 

Appeal of Procedure.—(1) Appeal to the Board of Tax 
Appeals is reasonable when filed within statutory time after 
Bureau’s letter adhering to prior determination after re 
viewing protest and evidence submitted therewith, as the 
decision was not final until disposition of the application for 
rehearing. (2) Mandamus is proper remedy of a taxpayer 
when Board of Tax Appeals improperly refuses to hear an 
appeal as not seasonably filed.—United States ex rel. v. Board 
of Tax Appeals of the United States. 

Beverage Tax—Manufacturers.—Where a manufacturer of 
soft drinks sold his products after the 10 per cent tax levy 
under Sec. 628 of the Act of 1918, as before the tax be- 
came effective, the District Court, District of Massachusetts, 
held in Cliquot Club Company v. United States of America 
that the sale price taxable at 10 per cent was ten-elevenths 
of the invoice price. The Commissioner had assessed the 
company on the basis of the total amounts charged to and 
paid by the customers. 


Business Expense.—Expense of defending law partner’s 
suit for accounting is not deductible as an expense incurred 
in business nor as a loss but is a personal expense.—Court 
of Claims of the United States in Samuel J. Kornhauser v. 
The United States. 

Collection of Taxes.—The collection of income tax may 
not be restrained where suit for return is not barred.— 
District Court, District of New Jersey, in Erie Taxi Com- 
pany v. Gnichtel, Collector. 

Fiduciary Fees, Taxability of —Compensation of corporation 
appointed by state courts as executor, guardian, trustee, etc., 
is taxable, as the corporation was not a state officer or 
employee performing governmental functions.—Court of 
Claims of the United States in The New York Trust Company 
v. The United States. 

Gift Tax.—The gift tax, being an excise tax, may not be 
imposed as to transactions completed before the passage of 
the Act.—U. S. Dist. Court, E. D. of Wisconsin, in John 
Le Feber v. A. H. Wilkinson. 

Good Will, Obsolescence of.—Good will is not subject to 
wear and tear and its loss through prohibition legislation is 
not allowable as a deduction for obsolescence although the 
loss possibly may be reflected in the sale at a depreciated 
value of the property used in the business.—Circuit Court 
of Appeals, Eighth Circuit in Red Wing Malting Company v. 
Levi M. Willcuts, Collector. 

Insurance Company Reserves.—A mutual life insurance 
company’s invested capital for 1917 includes legal reserve 
actually paid by the members. Supreme Court of the 
United States in Duffy v. The Mutual Benefit Life Insurance 
Company. 

Invested Capital—(1) Invested capital of mines may not 
include development cost after they reach productive stage 
showing profit on the money invested. (2) Invested capital 
in mine buildings must be limited to cost shown by books 
and may not include other alleged facts available to ap- 
praiser.—Dist. Court of Alabama at Birmingham in Little 
Cahaba Coal Company et al. v. The United States of America. 

Losses, Deductible—Losses on the sale of property ac- 
quired for a residence, though later leased, are not deductible 
as resulting from a transaction entered into for profit, the 
transaction beginning with the purchase and ending with 
the sale.—-District Court, W. D. Pennsylvania in James R. 
Tindle et al. vy. Heiner, Collector. 

Partnership Income.—Partner may deduct from his 1917 
income his share of war excess profits tax paid by his part- 
nership, notwithstanding his partnership income was de- 
termined after deducting such tax.—Circuit Court of Appeals 
for the Second Circuit in William C. Reid v. John T. Raf- 
ferty, Collector. 

Personal Service Corporation.—Personal service classifi- 
cation under Sec. 303 of the Revenue Act of 1918 was denied 
to the part of the income of a cotton fabric commission house 
claimed to be from personal service, where the corporation 
had an invested capital of $3,000,000, and owners of less 
than 75 per cent of the stock were regularly engaged in the 
conduct of the business——Court of Claims of the United 
States in J. H. Lane & Company, Inc., v. The United States. 

Refund Claims.—Ground upon which refund is claimed in 
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the application to the Commissioner is the only one upon 
which a court may later grant the refund. —Circuit Court 
of Appeals, Eighth Circuit, in Red Wing Malting Company 
v. Leu M. Willcuts, Collector. 

Taxes may be recovered by suit upon grounds only stated 
in the claim for refund.—Circuit Court of Appeals, Eighth 
District in W. C. Tucker v. Axel C. Alexander, Collector. 

Regulations, Import of.—Regulations reasonably adapted 
to enforce Act of Congress, issued by Department having 
administration of the law, have the force of law if not in 
conflict with express statutory provision.—District Court, 


W. D. Pennsylvania in James R. Tindle et al. v. Heiner, Col- 
lector. 


Statute of Limitations.—An indictment for conspiracy to 
defraud United States in regard to its internal revenue does 
not involve a case arising under the revenue laws and is 
barred after three years by Sec. 1044 R. S—Supreme Court 
of the United States in United States of America v. James W. 
McElwain and Frank Crozier. 

Vessels, Amortization.—A vessel is subject to amortiza- 
tion allowance as constructed for the transportation of ar- 
ticles contributing to the prosecution of the war, which was 
placed under jurisdiction of Shipping Board and carried a 
cargo of coal while ships were still limited to voyages neces- 
sary for the effective conduct of the war, though contracted 
to be built on May 11, 1918, and not put in service: till 
November, 1919.—Dist Court, Dist. of Maine, S. D., in 
Arthur J. Elliott v. United States of America. 


Patents—Their Treatment and Valuation 
for Tax Purposes 
(Continued from page 15) 


coming obsolete. It may be for one or more of 
several reasons that prior to its expiration date the 
patents may become valueless. A typical example 
is found in the Appeal of Connecticut National Pave- 
ments, Inc. (3 B. T. A. -1124), where the value of 
certain patent rights was lost due to inability to 
secure the raw material necessary to make the pat- 
ented article commercially useful. 


Significant Decisions of the Board of Tax 
Appeals 


Affiliated Corporations, Gain or Loss. Sale of Stock of— 
1. The provisions of section 240 (a) of the Revenue Act of 
1918, which require affiliated corporations to make a con- 
solidated return of net income and invested capital, con- 
template that the affiliated group shall be treated as exist- 
ing with the attributes of a single taxpayer. 


2. Shares of capital stock of any of the members of an 
affiliated group, outstanding in the hands of the public, are 
shares of capital stock of the affiliated group. 


3. The sale by one member of an affiliated group to other 
than members thereof, of shares of capital stock owned by 
it in another member of the group, the affiliation continuing, 
is a sale by the affiliated group of its own capital stock. 

4. The sale by an affiliated group of shares of its own 
capital stock must be treated as if it were a sale by a cor- 
porate taxpayer of its own capital stock—a capital transac- 


tion which does not result in either a taxable gain or a 
deductible loss. 


5. The consolidated invested capital should be increased 
from the date of the sale by the amount of the proceeds 
realized by the affiliated group from the sale of its own capi- 
tal stock.—Appeal of Farmers Deposit National Bank and 
Affiliated Banks. 

Capital Charges.—Interest paid by a water corporation 
on borrowed funds used in the construction of a dam may 
not be included in the cost of the dam in determining the 
amount deductible as a loss upon its destruction.—Spring 
Valley Water Company v. Commissioner. 


Consolidated Returns.—(1) In affiliations, the 25 per cent 
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limitation prescribed by Sec. 326 (a) (4), (5), Revenue 
Act of 1918, upon the amount of intangibles that may be 
included in invested capital, shall be measured by the total 
outstanding capital stock of the affiliated group. This rule 
applies to both classes of affiliation. 

(2) In determining the consolidated invested capital of an 
affiliated group of corporations, the operating deficits of any 
member shall be offset against the earned surplus of the 
others; that is, only the net earned surplus of the group 
shall be included in invested capital. 

(3) The operating losses of any member during the 
period of affiliation are deducted in determining the con- 
solidated net income. 

(4) If one member of an affiliation makes advances to 
another to meet operating losses occurring during the 
period of affiliation, the inter-company obligation thus aris- 
ing may not be deducted by the corporation making the 
advance after the obligation has become worthless. 

(5) While affiliated, inter-company obligations are dis- 
regarded in determining the consolidated net income and 
invested capital. 

(6) Expenditures for patent development made by a pred- 
ecessor corporation are reflected in the value of patents 
acquired for stock by petitioner, and may not again be 


included in the invested capital of the latter—Appeal of 
Gould Coupler Company. 


Deficits, Credit for Against Subsequent Years.—A corpo- 
ration is subject to tax upon its net income for 1920 al- 
though such income is not sufficient to wipe out a pre- 


existing deficit. November 23, 1926.—Long Beach Improve- 
ment Company v. Commissioner. 


Exhaustion of Patents, Deduction for.—In a proceeding 
before this Board a taxpayer may claim and be allowed a 
deduction for the exhaustion of capital value of patents al- 
though the same was not made in its original return for 
the taxable year under consideration. Following Union 
Metal Manufacturing Company.—Appeal of Burke Electric 
Company. 

Good Will—The good will of a going business based ex- 
clusively upon the manufacture and sale of articles pro- 
tected by patent monopoly and transferred to a successor 
corporation for stock can not be determined in the absence 
of specific testimony distinguishing the value of the good 
will as separate from the value of the patent monopoly.— 
Appeal of Nice Ball Bearing Company. 

Installment Sales—In a case where the Commissioner 
has declined to accept amended returns of a taxpayer seek- 
ing to return his income on the installment basis, the Board 
cannot disturb the Commissioner’s determination where the 
taxpayer has produced no evidence as to the amount of 
income for the year in question, the proportion of the in- 
stallment payments actually received, the total profit 
realized when the payment is completed, and the total con- 
tract price.—A ppeal of Yost Furniture Company. 

Inventory Valuations.—Taxpayers are permitted under 
regulations of the Commissioner to take inventories upon 
the basis of (a) cost, or (b) cost or market, whichever is 
lower. Held, that a taxpayer who took his inventory upon 
the basis of cost or market, which was the same as cost, at 
the close of the year 1920, is permitted to take his inventory 
upon the basis of cost or market, whichever is lower, at 
December 31, 1921.—D. L. Carmichael v. Commissioner. 

Invested Capital—An amount withdrawn from a corpo- 
ration by its sole stockholder as a loan and carried on the 
corporation’s books and balance sheets as an account re- 
ceivable upon which credit has been secured, there being 
no evidence of a dividend, is within its invested _capital.— 
Cadillac Automobile Company of Illinois v. Commissioner. 





Interest paid upon money used during the erection of a 
building held not to be an item which can be properly capi- 
talized for the purpose of computing invested capital._— 
Appeal of The Eastern Rolling Mill Company. 

(See under Affiliated Corporations decision in Appeal of 
Farmers Deposit National Bank and affiliated banks.) 

Jurisdiction—Under both the revenue Acts of 1924 and 
1926 the Board has jurisdiction of an appeal involving an 
alleged deficiency in tax, the assessment of which was made 
prior to June 2, 1924, and a claim for abatement of such 
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assessment was rejected during 1925.—Nice Ball Bearing 
Company. 





Under the provisions of the Revenue Act of 1926, the 
Board has jurisdiction to determine an overpayment of tax 
in respect of the taxable year for which the Commissioner 
has determined a deficiency, whether the proceeding before 
th Board is filed prior to or subsequent to the passage of 
the Revenue Act of 1926. The Board has no jurisdiction 
to determine whether such an overpayment of tax should 
be credited or refunded to the taxpayer or to determine 
whether credit or refund is barred by the period of limitation 
provided by statute.—Appeal of Dickerman, Englis, Inc. 

Losses, Deduction—No part of the amount paid in 1921 
in compromise of litigation can be allowable deduction from 
gross income for the years 1918 and 1919 although the cause 
of the litigation arose in those years but no liability was 
then acknowledged or accrued.—Appeal of Nice Ball Bearing 
Company. 

Patents, Exhaustion of.—A taxpayer having a license for 
the exclusive use of a patentable process cannot claim a 
deduction for exhaustion of the value of such license during 
a taxable period ended prior to the issuance of the patent.— 
Appeal of Crowell Corporation. 

Patent Values.—For the purposes of invested capital and 
allowance for exhaustion the values of patents acquired by 
a corporation for stock at some prior date determined upon 
the evidence of earnings produced by the use of such pat- 
ents in the hands of their former owners, the opinion evi- 
dence of men experienced in the business using such patents, 
and compared with the profits produced by the purchasing 
corporation in subsequent years.—Nice Ball Bearing Com- 
pany. 

Railroad Claims.—Claims of a shipper of merchandise 
made against railroad carriers for alleged losses and dam- 
ages in transit, and growing out of transactions occurring 
within the taxable period should under the evidence sub- 
mitted be given the same treatment as other accounts re- 
ceivable growing out of the same year’s business in the 
computation of gross income. Similar claims resulting from 
the business and transactions of prior years, although still 
unsettled and carried on the taxpayers’ books as accounts 
receivable, should not be considered in arriving at the gross 
income of the taxable year.—Appeal of Bert K. Smith, et al. 

Real Estate, Carrying Charges on.—Interest and taxes 
paid during the period of development of real estate for 
subdivision and sale may not be capitalized and treated as 
a part of the cost of such property.—Appeal of Ottawa Park 
Realty Company. 

Statute of Limitations.—A deficiency for the calendar year 
1916 was not discovered until July, 1920, and was not as- 
sessed until subsequent to December 23, 1924. Held, that 
the statute of limitations had run against any alleged de- 
ficiency for the year 1916.—Nice Ball Bearing Company. 


Treasury Department Rulings 


Trust Income Taxable to Grantor.—A so-called declara- 
tion of trust which leaves uncertain the property to be made 
the subject of the trust and which does not express any 
intention immediately and finally to vest a present beneficial 
interest in the persons called beneficiaries does not create 
a trust within the contemplation of section 219 of the Reve- 
nue Act of 1926.—(Applicable under Revenue Act of 1926.) 
G. C. M., 852: V-51-3011. 

Gross Income.—In the case of a non-producing lessor cor- 
poration, royalty oil placed in storage as produced consti- 
tutes income to the corporation as at the time it was run 
into the storage tanks, to the extent of the market value of 
each barrel of oil as at the time it was put in storage. The 
difference between the market value of each barrel of oil as 
at the date it was placed in storage and the amount at which 
the oil is sold or otherwise disposed of will constitute gain 
or loss, as the case may be, for the taxable year in which 
the oil is sold or otherwise disposed of.—(Revenue Act of 
1924.) I. T. 2316: V-48-2987. 

Income from Estates and Trusts.——Amounts properly paid 
or credited to the beneficiaries under a will are taxable to 
the beneficiaries, irrespective of the fact that the amount of 
Federal estate tax paid during the taxable year was in excess 
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of the net income of the estate for the same taxable year.— 
(Applicable under Revenue Act of 1921.) G. C. M., 900: 
V-51-3012. [The General Counsel recommended that I. T. 
1551 (C. B. II-1, 88) and I. T. 1772 (C. B. II-2, 113), in so 
far as consistent with this ruling, be revoked.] 

Income from Sources Outside of U. S.—A citizen of the 
United States, more than 50 per cent of whose gross income 
consists of dividends, is not entitled to the benefit of section 
262, Revenue Acts of 1921, 1924, and 1926, even though he 
resides in a possession of the United States and his entire 
income is derived from a corporation organized under the 
laws of the possession of which he is both an officer and a 
stockholder.—(Revenue Acts of 1921, 1924, and 1926.) I. T. 
2318: V-49-2993. 

Payment of Taxes—Extension of Time for—Where the 
taxpayer defaulted in connection with his first and second 
installments of tax and the collector did not send notice and 
demand for payment of the balance of tax upon default, an 
extension of time may be granted for payment of the third 
and fourth installments, application for such extension hav- 
ing been made prior to the due date thereof. (Revenue Act 
of 1926.) G. C. M., 827: V-47-2978. 

Refunds and Credits, Limitations on.—In order to ascer- 
tain the amount of the refund to which a taxpayer is entitled 
under section 284(c) the following method should be used: 
Compute the tax on the net income for the prior year as 
finally determined, and then compute the tax by using such 
net income increased by the amount by which the inade- 
quate deductions on account of the taking of which for the 
prior year invested capital for the subsequent year was 
decreased were inadequate. The difference between the 
results of these two computations is the amount refundable, 
provided that such amount shall in no case exceed the over- 
payment of taxes for the prior year.—(Applicable under 
Revenue Act of 1926.) G. C. M., 813: V-50-3003. 


Double Taxation Under the New Install- 
ment Sales Regulations 
(Continued from page 8) 
once taxed or used as a measure of tax, or “in re- 
spect to” which a taxpayer has paid a tax, should 
not again be the subject of the same tax under the 

same law. 

It has been affirmed that income is a fact and 
not a matter of bookkeeping.’ “A system of book- 
keeping,’ according to the court in Southern 
Pacific v. Muenter, 171 C. C. A. 563, 260 Fed. 837, 
“will not justify the Government in claiming taxes, 
nor will it justify the taxpayer in claiming exemp- 
tion from taxation. The facts must control.” _ 

It being true that income is a fact and not a 
matter of bookkeeping, how is it that our Treas- 
ury Department has made it, although perhaps not 
a matter of bookkeeping, but, what is worse, a 
fiction? To illustrate the fictitious character of in- 
come that is made the subject of taxation by this 
new regulation, take the case of a taxpayer doing 
an installment business for three years. The first 
year, he reports on an accrual basis contracts 
amounting to $100,000 on which payments of 
$75,000 remain outstanding. His tax is computed 
on the basis of the $100,000 sales. The second year 
he changes to the installment plan method of re- 
porting income. Again, suppose his sales are 
$100,000—$25,000 of which is paid in cash. On his 
previous year’s contracts he collects $75,000. Under 
this new regulation his income is computed in this 
year on the total of $25,000 and $75,000, or $100,- 
000 sales. The third year on similar conditions he 
would pay a tax on the basis of $100,000 sales. Sup- 
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pose now he discontinues business. He must still 
account to the government for the taxes on the 
$75,000 outstanding at the end of the third year 
upon its collection. He thus has paid a tax upon 
the basis of $375,000 sales, whereas nothing is 
clearer than that his profits have been confined to 
the actual total of his sales, which is $300,000. 

The government seems to base its case in issuing 
this regulation upon the theory that to allow in the 
year or years following the change, the deduction 
of sums received on contracts entered into in pre- 
vious years, wil! result in a failure to reflect the 
true income of the taxpayer in the years in which 
such deductions are made. Whatever may be the 
theory as to this form an accounting standpoint, 
the fact remains that if the taxpayer has paid a 
tax on the accrual basis and has thus paid in ad- 
vance a tax on profits arising from sales, the 
proceeds of which he collects in the years follow- 
ing the change, if he is again required to pay a tax 
on such collections, he is taxed twice on the same 
income. Moreover, income is not always sy- 
nonomous with taxable income; a distinction be- 
tween the two is recognized. For example, in 
Recommendation 4831, C. B. III-1, page 126, the 
Committee on Appeals and Review in dealing with 
a case involving officers’ commissions based on net 
profits, says: 

“It is the belief of the Committee that while the pro- 
visions of the Revenue Act of 1916 as amended by the 
Revenue Act of 1917, must be followed in determining statutory 
net income for 1917, such provisions need not necessarily be fol- 
lowed by a taxpayer in determining the net income upon which 
additional compensation such as was provided for in the 
above referred to contracts, is to be computed.” 

It is submitted in conclusion that since the Revenue 
Act has not clearly indicated a purpose to require 
a taxpayer who has once paid a tax upon his income 
to pay that tax over again upon changing his method 
of computation, a regulation which works this result 
is beyond the province of the Treasury Department. 
Its ruling, so clearly violative of natural justice and 
right, should not be sustained. 


8Appeal of Todd, 1 B. T. A. 762. 





Right of States to Tax Shares of National 
Banks Contested 
NUMBER of national banks in various parts of 
the country have carried suits to the United States 
Supreme Court to determine if the assessment of state 
and local taxes on national bank shares is in violation 
of Section 5219 of the Revised Statutes, which provides 
for the taxation of shares of national banks by the 
states, subject to the restriction that the taxation shall 
not be a greater rate than is assessed upon other 
money capital in the hands of individual citizens of 
such state. Arguments on the issue were heard by 
the United States Supreme Court on December 13. 
The banks contend that the taxes imposed are illegal 
and void by reason of the limitation placed upon the 
authority of the state to tax the shares of stock of 
national banks, as they point out that the states in two 
instances exempt from taxation moneyed capital con- 
sisting of money in hand, notes, bonds, accounts and 
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other credits, leaving merely shares of stock to be 
taxed; and in the other instance the banks point out 
that the rate of tax is higher on shares of bank stock. 

The plaintiffs maintain, further, that the consent to 
tax the shares is restricted narrowly, that “other 
moneyed capital,” even when not construed in the 
broadest sense, means investments made or brought into 
competition with national banks or the business of 
banking, and that this includes money used in any kinds 
of loans. The banks then point out the personal prop- 
erty in the hands of individual citizens, which they 
claim is used in competition with the banks, and prop- 
erty of various loaning companies, is not taxed as 
much as the shares or is not taxed at all, and that, 
therefore, the Federal limitation prevents the shares 
of the National Banks being taxed. 

The states contend that “other moneyed capital,” as 
used in the state, does not include all kinds of capital 
or money, but only includes capital employed in a 
business which is “normally common” to the banking 
business, which forms a substantial part of the business 
of banking and which is used as “capital” with a view 
to “compensation for the use of money,” and, there- 
fore, does not include “purely personal” investments. 

In each case they claim that the evidence does not 
show the existence of non-banking competition moneyed 
capital and that, therefore, no discrimination is shown 


and the tax on the bank shares is valid under the 
statute. 


Business Reorganizations—Changes 


Wrought by New Legislation 
(Continued from page 6) 

(c) Subject to a maximum tax liability of 12% 
per cent in lieu of all other taxes either to the corpora- 
tion or its stockholders, accumulated profits, which 
might be subject to the present tax upon surplus un- 
reasonably accumulated or to some new form of tax 
on undistributed surplus which Congress might enact, 
may be retained for employment in the business or for 
investment by the corporation without danger of tax 
liability under every conceivable form of tax on 
surplus. 

(d) Under any excess profits tax law which may 
be enacted in the future, there is considerable chance 
of obtaining a greater invested capital after reorganiza- 
tion than otherwise. 

(e) Without any tax liability, the capitalization 
structure of a corporation may be satisfactorily adjusted 
with respect to the relationship between bonds, pre- 
ferred stock and common stock, the amount and rate 
of bond interest and preferred dividends, the optional 
or obligatory redemption of bonds or preferred stock, 
and the redemption price. 

When Reorganization May Be Desirable 

It may be stated in general terms that the cases 
where the subjects above mentioned will be found 
desirable and where a reorganization should at least 
be taken under consideration include the following: 

(1) Any corporation with a large surplus, whether 
or not employed in the business, if it should become 
apparent that Congress may impose a tax upon such 
surplus. 


(Continued on page 24) 
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(2) Any corporation with a large surplus not re- 
quired by the business, which is in danger of liability 
under the present tax on unreasonable accumulation. 

(3) Any corporation with a large amount of liquid 
or investment assets not required in the business, 
whether or not represented by surplus, which the indi- 
vidual proprietors would prefer to own and control as 
individuals. 

(4) Any corporation whose principal stockholders 
desire a large amount of cash or cash assets for indi- 
vidual purposes or desire to dispose of some portion 
of their interests. 

(5) Any business employing depreciable or depleta- 
ble assets, such as patents or natural resources, which 
have greatly increased in value since acquisition or 
where 1913 value is difficult of proof, or assets such 
as buildings and equipment of which the cost cannot 
be established because they were acquired through con- 
struction or purchase which was charged to expense 
of operation or was not properly capitalized. 

(6) Any long established business which has inade- 
quate accounting records from the date of its organiza- 
tion and which would benefit from reconstruction of 
its fixed assets as shown by its books of account. 

(7) Any corporation which was penalized by the 
retroactive effect of paragraph (7) and (8) of Section 
204 (a) of the Revenue Acts of 1924 and 1926, either 
by the imposition of a double tax or the encumbering 
of its records. 

Wherever the Department is asserting a tax against 
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a transferee on the basis to the transferor, the taxpayer 
should take the necessary steps to protect his interests 
against the running of the Statute of Limitations. 


Tax Refunds Allowed During Fiscal Year 
1926 Amounted to $174,120,177 


N SUPPORT of a deficiency appropriation of $175,- 
000,000, estimated to be necessary to meet tax 

refund requirements to June 30, 1928, Secretary 
Mellon submitted to the Appropriations Committee 
of the House on December 28 a list showing refunds 
made to 287,000 individuals and corporations during 
the fiscal year ended June 30, 1926, which totaled 
$174,120,177. 

The refunds listed were the result of claims allowed 
by the Bureau of Internal Revenue, and decisions of 
the Board of Tax Appeals and the courts favorable to 
taxpayers. Some of the largest amounts became due 
in consequence of litigation which was in process for 
several years. 

According to Treasury Department data, the amounts 
repaid to taxpayers in refunds by fiscal years since 
1921 have been as follows: 1921, $28,656,357.95 ; 1922, 
$48,134,127.83 ; 1923, $123,992,820.94 ; 1924, $137,006,- 
225.65; 1925, $151,885,415.60; 1926, $174,120,177.24. 

Federal revenue collections during the nine and a 
quarter year period from July 1, 1917, to September 30, 
1926, amounted to $33,090,009,000. Collection of back 
taxes during the same period totaled $3,318,170,691, 
while refunds aggregated $721,646,777.29. 
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States Board of Tax Appeals, and abatement claims are not edition of Mr. Montgomery’s famous tax book 
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made available and subject to immediate collection through countants, lawyers, bankers, and all concerned 
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“Fulfillment of the debt agreements necessarily imposes in two volumes, 2068 pages. 
on European debtors hardships much greater than the bene- 
fits that accrue to America. Great Britain, France, Italy Order Your Copy Now 
and other European countries are already bearing burdens HE books are now ready—enabling you to begin with- 
which strain their courage and strength. Taxation in pro- out delay your work on 1926 returns. Price is $16.00 
portion to income and population, is between two and three —a _ saggy 2 50 oy wee in preparing and safe- 
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paltry gain for most American taxpayers mean to the over- Your letter or the order form below will insure delivery 
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less difference in the American tax bill than is generally 
i supposed,” the statement says. “The payments due in the = ge ee nag a acy * Y 
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“The scheduled annual payments for the next few years 
will constitute, it is estimated, less than one-third of 1 per 
cent of our annual national income. Even the increased 
payments called for in later years will not exceed one-half 
of 1 per cent of the probable national income.” 





NCOME tax blanks for reporting income for the taxable : When You Need Figures 

year 1926 will be available for distribution January 1. an amr pet hewiet Sauna ont _—_ 
Other forms which are now obtainable from offices of local te paiabaammetasiion of eubtie cnleciaters, 
collectors include: Form 1040 F Y, Individual Income Tax 48-hour accurate service. 
Return for Fiscal Year 1925; Form 1122, Information Re- ATLAS CALCULATING SERVICE 
turn of Subsidiary or Affiliated Corporation; Forms 1096 29 W., Jucheon Sad. Chicago, IL 
and 1099, Information Returns; and Form 1097, Dividend : ' : 
Payments. 





N ANY country and athletic clubs are filing claims for 
refund on the basis of the decision of the United 
States Court of Claims in the suit brought by the Alliance 
Country Club of Alliance, Nebraska, and in two other cases, 
that the purchase of stock in a golf club either as a pre- 
requisite to membership or as a prerequisite to voting rights 
does not constitute a taxable initiation fee under the Reve- 
nue Act of 1924. 














- MARY V. McKEE 


WASHINGTON REPRESENTATION OF 
ATTORNEYS, ACCOUNTANTS AND AGENTS 
BEFORE THE BUREAU OF INTERNAL 
REVENUE AND OTHER GOVERNMENT 
DEPARTMENTS. 


WASHINGTON, D. C. 


Phone: Main 5024—Suite 901-4 Munsey Bldg. 


be declaration of the 40 per cent stock dividend by the 
United States Steel Corporation was followed by action 
on the part of Senator Norris to ascertain if the issue of 
stock, instead of cash dividends, was made with the objec- 
tive of saving the stockholders from tax liability. 
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Soon Ready! 


The straight, authoritative facts on 
the new 1926 Income Tax Law 


“Federal Income Taxes, 1927” 


By ERIC L. KOHLER, M. A., C.P.A. 


of Kohler, Pettingill and Company; Member of the American 
Institute of Accountants; Professor of Accounting, 
Northwestern University School of Commerce 


N°w you can find the facts you need, instantly, to answer every 
question or problem that will arise to puzzle you in making your 
1926 returns. Whether you are an accountant, lawyer, or business man, 
you will need the clearcut, concise, tax facts outlined in this book. 
There are, in this book, the very latest court rulings, digests of the 
leading decisions of the Board of Tax Appeals, and the newest pro- 
cedures in accordance with the Act of 1926. Here are all the facts 
you need to handle tax problems quickly, easily—-HOW to employ the 


NEW RETROACTIVE PROVISIONS on installment sales—of particular interest 
to real estate operators, installment houses, and so on. 


NEW REGULATIONS governing the taxability of income from the sale of stock 
rights. 


NUMEROUS ALLOWANCES granted for the depletion of mines, quarries, etc. 
MANY QUESTIONS of earned income, including the changes under the Act of 
1926. 


NEW PROVISIONS FOR CANCELLATIONS of stock by corporations which 
have the effect of cash dividends. 


NEW CONCESSIONS FOR CAPITALIZATION of carrying charges on non- 
productive real estate. 


NEW REGULATIONS governing the figuring of depreciation. 
MANY CHANGES in methods of valuing inventories. 


NEW RULES governing proceeds from insurance policies—and scores of other new 
features of the law. 


You Can Turn Instantly to the Information 


You Need 


As you know, a great many important changes were made in the 
income tax law of 1926. It is impossible here to list more than a 
few of them. Many of them vitally affect you and your business. 
Some of the changes relate to individuals, some to corporations. Pen- 
alties have been changed. Also deductible contributions. Professor 
Kohler not only makes clear all these changes from the old law—he 
simplifies difficult points with illustrative problems. He shortens, 
clarifies, and explains the original law and subsequent rulings. Step 
by step he shows how to prepare each item in the return of either 
individual, trust or corporation. Then he develops an index that 
enables you to put your finger instantly on exactly the information 
you need. All these points make this new book a very special service 
to everyone who must prepare and file returns. 


Why You Will Need This Book 


—Law is becoming constantly more —Will help prepare returns and cases. 
technical. —Presents a complete picture of the 
—Large number of changes in 1926. law. 
—Latest rulings and regulations at time —Can be used as a study or review 
of going to press. course for junior accountants. 
—Language is simple, even to the lay- 
man. 
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boxes for from 5 to 8 years. 


17 STANDARD SIZES 


LIBERTY Storage Boxes are made out of the highest quality 
corrugated, fibre board, They are strongly reinforced with 
adhesive cloth tape. They keep out dust, prevent old papers 
and records from becoming lost or damaged, put and keep 
storage vaults or rooms in order, and permit instant access 
when reference is needed. 
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The following resolution was introduced in the Senate on 
December 21, by Senator Norris, who is chairman of the 
judiciary committee: 

“Whereas, It has become the usual practice of corpora- 
tions in order to protect stockholders from the payment of 
income taxes, to declare stock dividends; and 

“Whereas, This procedure enables corporations to acquire 
competing plants and in this way avoid the provisions of the 
anti-trust laws; and 

“Whereas, in order to legislate upon the subject, the 
Senate should be fully informed as to the extent of practice; 

“Therefore, Be it Resolved, That the federal trade com- 
mission be, and it is hereby directed, to ascertain and report 
to the Senate, the names and the capitalization of corpora- 
tions that have issued stock dividends, together with the 
amount of such stock dividends, since the decision of the 
supreme court holding that stock dividends were not tax- 
able, and to ascertain and report the same information as 


to the same corporations, for the same period of time prior 
to such decision.” 


T IS understood that the Bureau of Internal Revenue is 


contemplating enforcement of the tax penalty provisions - 


of Section 220 in the case of closely held investment com- 
panies with large undivided surpluses. The probability is 
that definite action on a large scale will be deferred until 
a decision has been rendered by the Board of Tax Appeals 


in one or more of the appeals in contest of the assessment 
of penalties under Section 220. 


Kansas City Levies 20 Per Cent Tax on 
Retail Price of Cigarettes 
or of 20 per cent on the retail price of cigarettes 


became effective on December 31 in Kansas City. 


A package of cigarettes formerly selling for 15 cents 
now costs the consumer 18 cents, the 20 cent package 
has been advanced to 24 cents and the former 25 cent 
package retails at 30 cents. The tax will be collected 
by the sale of stamps to dealers. 


The Accrual of Taxes as Affecting 
Invested Capital 
(Continued from page 12) 


a later year. The conclusion is unescapable that the Supreme 
Court in the Yale & Towne case meant that no question 
similar in all respects was raised or decided in the Woodward 
case and that is true. The Supreme Court did not in the 
Yale & Towne case decide and did not have to lay down any 
definite accounting policy applicable to all taxes. The issue 
based on Section 13 (d) of the 1916 Act in that case is 
entirely different than the issue in either the Woodward case 
or the cases falling under the Guarantee Construction Com- 
pany decision. 

While it is true that if the taxpayer had won the Yale & 
Towne case, the Government would not have had left even the 
proverbial “leg to stand upon,” still a favorable decision in 


that case was not indispensable to upholding the Guarantee 
decision. : 


(Continued on page 30) 
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A Law Course Which Will Help 


You Pass the Bar Examination 


Here is a method of spare time law instruction 
especially prepared for busy business 
and professional men. 


CATTERED throughout the country today 
S there is a splendid array of lawyers whose 
training and education were received outside of 
the class room. 

Some of these men studied in lawyer’s offices, 
while others, like Abraham Lincoln, obtained 
their training in such manner as they could from 
whatever books they were able to obtain. 

During recent years, however, these methods 
have become obsolete for business and profes- 
sional men employed where residence study is 
impracticable, and have been supplanted by the 
extension law course and service conducted by 
Blackstone Institute, Inc. 


The Leading Non-Resident Law School 


Blackstone Institute, Inc., is chartered as an educational 
institution under the laws of the State of Illinois and is au- 
thorized to give non-resident law instruction and to confer 
the LL. B. degree upon its graduates. 


The course of training is complete. It gives sufficient in- 
struction in law to pass the bar examination in any state, 
and yet the whole program is so short and concise that it 
can studied in spare time without any interruption in 
the daily business schedule. 


Prepared by Leading Authorities 


The Blackstone course is the product of 80 of the most 
eminent legal authorities in the United States. Included in 
the list of authors are Chief Justice William Howard Taft 
and Associate Justice George Sutherland of the United 
States Supreme Court, and the deans of eight of the leading 
resident law schools of the country. 

Other contributors to the course are from colleges and 
universities which are members of the American Associa- 
tion of Law Schools. 


Complete Law Library 


The basis of the course is a big, handsome 25-volume law 
library, Modern American Law, cited as “M. A. L.” This 
entire set complete is furnished to the student at the time 
of enrollment. 

This law library is to be found in the homes and offices 
of the leading lawyers and judges of the country. The ma- 
jority of state supreme courts and the United States Dis- 
trict Court have cited the work. This recognition has not 
been extended to any other non-resident law school. 


M. A. L. in Use at the Universities 


Certain of the treatises and collection of cases from Mod- 
ern American Law have been selected for class room use at 
such leading colleges and universities as Cornell Univer- 
sity, Boston University, University of Chicago, University 
of Illinois, University of Kansas, University of Florida, Al- 
bany Law School, Chicago Law School, Drake University, 
Marquette University, and many others. 


Other Attractive Features 


The study of the text and case books which make up this 

law library is directed by a series of lesson assignments 
mailed at regular intervals throughout the course. Prob- 
lems are provided giving the student a chance to work out 
the solutions and submit them to the Institute for correc- 
tion and grading. 
_ These problems have been prepared by former bar exam- 
iners and «+e typical of the questions asked in bar exami- 
nations. In fact, in some states, the bar examiners have 
asked for permission to use these problems in their exam- 
inations. 

Unlimited consulting service is given by the Institute’s 
educational staff upon any matters arising from the study 
of the course. Instruction in the laws of your own state is 
also given upon request. 


Moderate Tuition 

The tuition fee for the course and service is very mod- 
erate and covers the cost of all material and service. There 
are no extra charges of any kind. Liberal deferred pay- 
ments are allowed. 

Bar Examination Guarantee 

The Institute’s records show that 95% of all its students 
who sit for the bar examination pass successfully at the 
first attempt. Those who do not win out are given addi- 
tional coaching without extra charge until they are success- 


ful. 
Write for Details 
The complete story of the Blackstone Legal Training 
Course and Service is given in an attractive 128-page book, 


he Law Trained-Man. A copy will be sent free upon 
request. 


An examination of this book will show immediately that 
Blackstone Institute, Inc., gives not only well-organized in- 
struction but interesting instruction as well. And the en- 
tire plan is laid out on such a systematic basis that ‘an aver- 
age of thirty minutes a day will enable you to keep the 
study schedule up-to-date. 

Use the coupon below in asking for your copy of The Law 
Trained-Man, or if you prefer, send a post card request. 
Remember, there is absolutely no obligation. Address Dept. 


341, Blackstone Institute, Inc., 4753 Grand Boulevard, 
Chicago, Ill. 
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As in the case of the estate tax, the income and profits 











of representative corporations 


Factors which rendered income and profits taxes unascer- Commissioner. 


tainable at the end of the year: 









it would not have been possible to determine any tax under the the estate tax involved in the 


Act of October 3, 1917. terminable in 1917 because of 
(2) As to any fiscal period ending after January 1, 1918, 
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tems, State and Federal, showing requirements for 


Assessments, Returns, Rates, Exemptions, Deductions, 
NS Collections, Penalties, etc. 
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Please cond, petal, “Beare an Biiatate- Large business concerns find it profitable to 
ing Taxes,” Buckram, for which I enclose | €mploy legal tax experts to put into effect tax 
$8.00. saving methods, which, like devices for reduc- 
| ing insurance premiums, put money in the 
ee ee ee) | bank. It is equally profitable for every tax- 
i payer, and is now made possible through the 

CRE dee te eee ne eeeererwwewheneuenneeeais | use of Sears on MINIMIZING TAXES. 
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and prior to February 24, 1919, taxes under the 1918 Act 


taxes depend upon facts unascertainable at the time of the would not have been ascertainable. 

‘occasion for imposing the tax. (3) In the case of any year ending in 1918, the tax was 
The following remarks of the Supreme Court in the Yale not definitely ascertainable because— : 

& Towne case in regard to the Woodward case lend support (a) A net loss in 1919 might eliminate all 1918 income. 

to the Government’s victory in the Schuster v. Williams case (b) An amortization deduction had to await the develop- 

(supra) in regard to the accrual of Wisconsin Bonus Taxes: — of * upon which the post-war value in use could be 
“ : * * * * * x ; e . etermine . : : 

con et ae nen ch sehr aoe,” CE) An inventory adjustment allowable under Scion 214 

of it; for it did not appear whether the deductions to be (a) (12). might materially reduce 1918 profits and tax. 

made from the testator’s gross estate were ascertainable for 3 ‘4 A taxpayer filing a profits tax return under Section 

the purpose of determining the estate tax.” 28 (b) could not determine the amount of its tax until taxes 


; ; In the above instances it would be impossible to determine 
(1) As to any fiscal year ending prior to October 3, 1917, the tax at the end of the year. The Supreme Court said 


is equally and unalterably true of all income and profits taxes 
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t for 1918. None are determinable until the period beginning 
after October 31, 1918, and ending December 31, 1920, has 
s ended (Section 204 (b) 1918 Act). Those taxpayers having 


amortization claims cannot determine their taxes until several 
years thereafter. Further illustrations are numerous and should 
- not be necessary. 


7 How the Courts Have Construed the Yale & Towne Case 
4 A court decision in the case of Kaufman v. Bowers, Col- 

; lector (C. C. H., B. T. A. and Fed. Ct. Service [1926) [7550]), 
n ; by Judge Winslow, S. D., of New York, decided February 25, 
S f 1526 (one day before Section 1207, Revenue Act of 1926, was 
e ‘ enacted), is interesting. It involves 1918 invested capital. The 

: court apparently understands the Collector’s contention to be 
e ; that 1917 taxes are deductible direct from 1918 capital. The 
id a Yale & Towne case is cited for the proposition that— 


== 
is 
2S 


“If there is any income at all, such payments are properly 
payments out of current income and are regarded as current 
items of expense chargeable against income rather than against 

capital. * * * Income and profits taxes are a current an- 
; nual expense. For accounting purposes such payments are 
: proper charges against the earnings of the year in which 
they become due and payable. It is immaterial whether the 
books are kept on a cash, or an accrual basis. They are 
properly chargeable against income either for the year when 
the tax was imposed, or against income for the year when 
actually paid. The sole question is whether the tax is de- 


ductible from capital.” 
We are afraid the above decision, while in favor of the The Hotel 


taxpayer, is not very helpful because the Court is plainly 





inconsistent. If the taxes “are proper. charges against the of the 
earnings of the .year in which they become due and —, . 
they are not properly chargeable against “the income for the 
year when the tax was imposed,” unless the Court means to Presidents 

ive due effect to the peculiarity of the 1917 taxes in that by 

ection 10 of the 1917 Act they levied annually upon the net c g . . 
income of = previous year. This makes the tax measured Built upon the historic site of the old 
by the 1917 income one that is levied or imposed during 1918, ; i = 
and illustrates the truth of the proposition that the incidence Willard, the a Willard has berpetu 
of a tax has no necessary relation to the levying of the tax. ated the old-fashioned hospitality of its 
ay v. Slocum, supra; Duffy v. Pitney, 2 Fed. [2nd] predecessor, embellished with a com- 

: ‘ . 
The invested capital provisions of the various Revenue Acts pleteness of Service that fulfills today’s 
should be construed so as to reach a sensible result adminis- demands for efficiency, comfort and 
tratively applicable to all cases. 1] 
ee : ure. 

If the Anderson decision be treated as announcing a theory diate 
of accrual applicable to all phases of a tax case, including 
the determination of invested capital, grotesque results would 500 Rooms Rates $3.00 Up 
be reached. 


If the Schuster v. Williams case is respected, as the Com- 
missioner probably desires, it will be necessary to use one 


tax law to determine the accrued taxes: for invested capital , i h W i i | ARD 
purposes and another law to determine the tax liability for e 
the year involved. 


(This applies to any fiscal year ending 


after January 1, 1917, and before October 3, 1917, or ending Pennsylvania Avenue, 14th and F. Streets 
after January 1, 1918, and before February 24, 1919.) Washington, - €.. 

If the Supreme Court’s further explanation of the Wood- . . * 
ward case, as contained in the Anderson decision, concerning Frank S. Hight, Managing Director 
the non-accruability of the estate tax (because all the deduc- 
tions for expense of administration of the estate had not Other hotels under the management of 
been determined) is respected, no 1918 tax can be accrued a 
prior to the end of 1919, because it had not been ascertained Boomer-Du Pont Properties, Inc. 





whether a “net loss” deduction would develop; those taxpayers 
having amortization claims to be spread over any of the years 


1918, 1919, 1920 or 1921, could not determine the amount of The WALDORF-ASTORIA 


their tax until some time about the end of 1923 (the years 


New York 
1921, 1922 and 1923 have generally been held to be the “stable 
post-war period” by the Commissioner) ; a taxpayer using in- 
ventories as of December 31, 1918, could not determine its The 


1918-taxes until all the goods in its inventories at the end 
of 1918 had been sold. (Sections 214 (a) (12) and 324 (a) BELLEVUE-STRATFORD 
(14), Revenue Act of 1918); a corporation whose invested Philadelphia 
capital was not determinable or which for other reasons filed a P 
phe under eo 328 (b) <a not determine its true 
iability until the Commissioner had determined its taxes under 
ability unt The WINDSOR 
The above has been repeated to illustrate that, if the Su- Montreal 
preme Court’s decision in the Anderson case be taken as a 
rule of general application, it will require. a multiplicity of 
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rules to make it fit all the situations which arise in the 
determination of invested capital. Such a construction should 
be avoided especially when the decision in the Anderson 
case does not clearly force a reversal of the Guarantee deci- 
sion. We believe the Supreme Court would want to avoid 
a construction reaching such unreasonable results. 


The rule announced by the Board in the case of the Guar- 
antee Construction Company is a sensible rule which can 
be applied with a minimum of effort to all cases—a rule 
which will avoid the perplexities and complexities that would 
follow any other rule or rules that might be adopted. 


The only other sensible rule of slightly less general applica- 
tion would be that taxes for a prior year work a diminution 
of earned surplus of the prior year only where insufficient 
current earnings are available on the due dates. 


The accrual of a tentative tax in determining the extent 
invested capital is affected by the declaration of a dividend. 

The Commissioner, in Article 857, Regulations 45 and 62, 
provided that in determiining whether the declaration and pay- 
ment of a dividend distributed only current earnings or worked 
a diminution of the capital invested as of the beginning of 
the year, a so-called “tentative tax” should be accrued as 
of each dividend date based upon the estimated earnings as 
of said date. 


The United States Board of Tax Appeals held in the case 
of L. S. Ayres & Company, supra, that such theoretical 
tax should not be eliminated from the earnings otherwise 
available for dividend payments. In so holding it is true 
that the Board cited many court cases bearing on the ques- 
tion as to when a tax /egally accrues, including the Ander- 
son and the Yale & Towne decisions in the United States 
Court of Claims, which have since been reversed, and the 
Woodward case which has since been explained by the United 
States Supreme Court. ; 

While the Board has reversed its post- 
tion on the accrual of the prior year’s 
taxes as originally expressed in the Guar- 
antee Construction Company case, it has 
not reversed its decision in the Ayres case 
as to the accrual of a tentative tax. It has 
in the case of the Washington Hotel 
Company (1926 C. C. H. 8848) reaffirmed 
without comment its decision in the Ayres 
case. We understand the Commissioner 
has caused his Collectors to start suit 
against a number of taxpayers who have 
heretofore received the benefit of the 
Ayres decision. 
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We know that some of these taxpayers have paid the amount 
involved because of its smallness. The question is—What dis- 
tinguishes the Ayres case from the Guarantee and the Yale 
& Towne cases? 

Clearly, Section 1207, Revenue Act of 1926, supra (which 
the Board relied on in reversing the Guarantee decision), at- 
tempts to validate only the regulations applicable to the accrual 
of the prior year’s taxes and does not mention a theoretical 
tentative tax accrued on current income as of each dividend 
date. 

It also seems much easier to distinguish the Ayres case 
from the Yale & Towne case. The latter involves when an 
actual liability should be accrued. The former involves 
whether something should be accrued which is not a liability 
and may never exist as a liability, and which cannot even be 
computed except by the use of an involved formula. In the 
case of Edwards v. Slocum, 287 Fed. 651, affirmed 246 U. S. 
61, the Supreme Court said: 

“The Government offers an algebraic formula by which it 
would solve the problems raised by two mutually dependent 
indeterminates. It fairly might be answered, as said by the 
Circuit Court of Appeals, that ‘algebraic formulae are not 
lightly to be imputed to legislators,’ but it appears to us that 
the structure of the statute is sufficient to exclude the im- 
putation. As further remarked below, the theory departs from 
the long established practice of the law not to regard the 
incidence of a tax in the levying of a tax * * *.” 

The rule announced in Article 857 is not covered by the 
principles enunciated in the Yale & Towne case even if the 
latter is considered as laying down a rule of general applica- 
tion, because— 

(a) All the factors upon which the taxes are based have 
not occurred as of the dividend date. 

(b) Under no rule of bookkeeping or accounting may cofi- 
tingent reserves be deducted. 
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(c) On many dividend dates the law under which the tax 
is levied had not even been enacted. 

(d) While a corporation might declare a dividend on April 
first, and have ample current earnings available at the time, 
so that such dividend would be legal, there would be no assur- 
ance that on the whole year any income would be earned 
on which a tax could be based. In other words, on the 
dividend date there is no assurance there will ever be any 
liability. 

(e) All the reasons heretofore cited in connection with dis- 
tinguishing the Guarantee Construction Company case from 
the Yale & Towne case are equally applicable here. 

It is well recognized that statutes should be construed 
so as to avoid strained or unusual results. A construction 
that imputes to Congress an intent that a tax should in effect 
feed on itself should be avoided. The Commissioner’s regula- 
tions involving the use of algebraic formulae not only run 
counter to the ideas of the United States Supreme Court in 
the case of Edwards v. Slocum, supra, but they remind one 
of Eugene Field’s poem for children about the gingham dog 
and the calico cat that, during the night, “ate each other up.” 
If a tax accrues ratably with the income and such accrual 
decreases net profits through reducing invested capital, we 
have a vicious circle which if followed long enough accom- 
plishes the same result as Mr. Field’s dog and cat. 

In order to overthrow the Board’s well reasoned opinion 
in the Ayres case, it will be necessary, as stated by Judge 
Knox in Taft v. Bowers, C. C. H. (1926) 7623— 

“*« * * to cite various decisions which contain expres- 
sions that may be tortured to support the argument * * *.” 


Business Books 


“Advertising Copy: Principles and Practice,” by Lloyd D. 
Herrold, Asst. Professor of Advertising, School of Com- 
merce, Northwestern University. Pp. 525 (A. W. Shaw 
Company, Chicago. Price $6.00.) 

This is a comprehensive manual that shows the principles 
underlying the writing of various kinds of advertising copy. 
It is designed for students of advertising whether they are 
enrolled in college courses or studying advertising by them- 
selves. 

Writing from a broad experience as a copy-writer and 
teacher, Mr. Herrold develops the technique of preparing 
copy in a very practical manner. He goes beyond the limita- 


-tions of a purely theoretical textbook. With examples of 


advertisements in various stages of preparation, he shows 

the steps through which copy develops and explains the 

fundamental principles that make advertising copy produce 

results. The book is generously illustrated and contains 

many samples of copy which have proved successful. 

“World War Debt Settlements,” by Harold G. Moulton 
and Leo Pasvolsky. Publication of Institute of Econo- 
mics, Washington, D. C. Pp. 448. (The MacMillan Com- 
pany. Price $2.00.) 

This book is designed to tell the origin of the inter-allied 
and the reparation debts which have resulted from the 
World War and what steps have been taken for their re- 
payments. The book limits itself to government debts only. 
It discusses separately each of the European debtors and 
treats of the origin and extent of its debts, as well as of the 
arrangements made by it for the eventual liquidation of the 
obligations. It also discusses the fundamental principles in- 
volved in the payment of an international debt, and shows 
the application of these principles to the situation confront- 
ing each particular debtor. Further the book sums up the 
debt settlements made up to date by the American World 
War Debt Commission and by the British government. 
Finally, it traces the development of public thought and 
attitude in various countries—especially in the United 
States, Great Britain, and France—toward the whole prob- 
lem of international war debts and discusses the issues 
which still remain in suspense. 

The book also brings together all the important docu- 
ments concerned with the war debt settlements. It contains 
the full text of all the debt agreements concluded by the 
United States with her debtors and by Great Britain with 
hers, and the full text of the more important reparation 
documents. Many of these documents are not generally 
available, and so the publication of them in one- volume 
make the book doubly valuable. 
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1926 INDEX 


In December Issue 
Order Your Binder Now for 12 i 


We now have ready for you a Binder made 
expressly to hold twelve issues of 


The National Income 
Tax. Magazine 


apm tiE value of The National Income 
bee Tax Magazines lies in their perma- 
"— nency of use. You will want to keep 
all issues indefinitely, because at any moment you 
may find information worth hundreds and even 
thousands of dollars to you. The nation’s greatest tax authorities contribute 


to this Magazine, and it is indexed for future use. This new binder is espe- 
cially made for The National Income Tax Magazine. It is constructed of 
maroon, embossed leather and nickel-plated metal, having twelve heavy 
wires to hold twelve copies of The National Income Tax Magazine. It will 
be a splendid additicn to the finest library in the country. 


EXAMINE AT OUR EXPENSE 


Special Cost Price of $2.00 


USE THIS COUPON to secure this binder at $2. We can sell these at 
$2 each if we can dispose of 5,000 binders. We are gambling that it can 
be done. Send your approval order today, and if you don’t like the 
binder return it. 


COMMERCE CLEARING HOUSE 
Illinois Merchants Bank Building 
Chicago, Illinois 
Send the 1926 magazine binder. If we keep it we will pay $2; otherwise we will 
return the binder. 
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TAX SERVICE CABINET 
SPECIAL CONSTRUCTION—LOW PRICE 


You can now have a permanent, handy cabinet for your Tax Services and books on kindred subjects. Segre- 
gated—at YOUR elbow—easily kept in apple-pie order, and best of all, made to fit your personal requirements. 

This especially constructed cabinet is the result of a survey made among tax practitioners. These users of 
Tax Services are enthusiastic in welcoming a case designed for utility, efficiency and comfort. 

Hand made by skilled cabinet makers, of sturdy construction, hand rubbed and mahogany finished. 

Thirty-six inches high, it contains two shelves at just the right slant, each twenty-eight and one-half inches 
long which will house twenty volumes of Commerce Clearing House Services. 

So certain are we that you wish to own this cabinet that we are manufacturing a large quantity and now 

offer you the privilege of ordering them on approval. 


ust fill out the coupon and mail or attach to your letterhead and we will see that your cabinet goes for- 
ward at once. ; 


$16.00 plus express charges. 
Cabinet Goes on Approvel 


Specialty Office Equipment Co. Mail Today 


Specialty Office Equipment Co., 1-27 
CHICAGO, ILLINOIS 26 Quincy Street, 
Chicago, Illinois. 


Please express the Service Cabinet to: 





HOME CABINET—TOO 
This is also a wonderful convenient piece of furni- 
ture for the Home. We will give $1 discount 
on each cabinet where more than one is erdered. 





It is understood that I have the privilege of examination for 
five days by which time I will remit $16.00, or hold cabinet 
subject to your instructions. 
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60000 Laws! 
65000 Decisions! 


Speaking before the New York Alumni of the Harvard Law 
School at the New York Bar Association, Hon. Elihu Root, one of 
our most eminent jurists, stated that during the last five years the 
Legislatures of this country had enacted 60,000 laws and during 
the same period the courts of last resort had issued 65,000 de- 
cisions. He termed this, ‘‘an impossible situation, and one that 
is growing worse.”’ 

Furthermore, Mr. Root declared: ‘‘People are drifting away 
from the control of principles, each one doing the best he can to 
do what is about right in the cases that eome up, because THE 
HETEROGENEOUS MASS OF LAWS AND JUDICIAL DE- 
CISIONS HAS BECOME SO GREAT THAT IT IS QUITE IM- 
POSSIBLE TO MAKE THEM FIT INTO THE ADMINISTRA- 
TION OF JUSTICE.”’ 


This is indeed a problem the solution of which becomes ever 
more difficult. No wonder the busy lawyer turns to 


SHEPARD’S CITATIONS 


for relief, for through this monumental service he is enabled to 
ascertain, with a minimum expenditure of time and at incompar- 
ably low cost, the courts’ own interpretation of these thousands 
of laws and the complete citation history of this labyrinth of 
decisions. 

There is no other road that provides so straight a path 
between two given points as that which is furnished by the 
SHEPARD HIGHWAY through ‘‘the heterogeneous mass of 
laws and judicial decisions.’’ 


The working efficiency of your library will be more than 
doubled by the inclusion of 


SHEPARD’S CITATIONS 


Published by 
THE FRANK SHEPARD COMPANY 
76-88 LAFAYETTE STREET NEW YORK 


January, 1927 
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a MO SEIT STITT 


Send for this Convention Booklet! 


In the heart of Cleveland’s business district, easily accessible from 
railroad, electric and steamship terminals, and nearest of all Cleveland 
hotels to the mammoth Cleveland Public Auditorium and Convention 
Hall, stands one of the country’s best known hotels—The Hollenden. 


At The Hollenden you can command 
every conceivable convenience and aid 
in planning and holding your next 
convention. Here, on one floor, eleven 
halls and parlors accommodate from 
twenty-five to one thousand persons are 
allotted without cost to gatherings mak- 
ing The Hollenden their headquarters. 
General sessions, individual conferences, 
banquets, balls, all can be staged with- 
out interfering with one another, and 
without so much as entering an elevator. 
Nationally famous accommodations — 


In Cleveland ~Its 


THEHOLLENDEN |“ 


Theo. DeWitt, Manager 
Superior Avenue at East Sixth St. 


courteous, complete service — advice 
and aid supplied without extra cost by 
men who have planned and handled 
some of the nation’s largest gatherings 


—in a city noted for its wonderful cli- ,¢ 
mate and hospitality,—all combined to v’ 
make this a logical headquarters 6” 
for your next convention. , 


and its facilities is presented in the 
booklet illustrated above. Mail 
your coupon today for your 
copy. 





The complete story of The Hollenden o i yy 
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Equitable Life Assurance 
Society 


ofn Jnstilution is the 


Length 


ened Shadow 


of a Man" 





j 
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AY 
Re Ah’, 


A New Book FREE “The Man Behind the Business”’ 


Our readers expressed such cordial appre- 
ciation of our offer to give them help on 


the tax questions and have used our 


service so extensively, that we have 
decided to offer a still more important 
service for their use. 


Taxes, of course, are largely relative to 
the success of a partnership or business 
corporation and also largely of a person- 
ally conducted business or profession. 
The success of such a business enterprise 
is dependent upon the personality of the 
man or officers behind it. The appraisal 
of these personal values to business are a 
far more important matter than the man 
and method of taxation. 


In order to help the reader get a deeper 
appreciation of the value of the personal 
element in business, we will mail upon 
request our booklet entitled “The Man 
Behind The Business.” Every word of 
which is money to you if you will read it 
with careful understanding and a wish to 
appropriate its experiences to increasing 
your own dividends or income. 


The Equitable Life Assurance Society 
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of United States 


Address all requests to 


Room 739 Peoples Gas Bldg. 


0999 2990S 9955555505 S555 5555555555588 
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THE IMPROVED BYR 


MINUTE BOOK 


wen 


LOOSE LEAF 











Permits the Recording of Minutes in Typewritten Form 


Pages are removed from front of book, the minutes are typed on them and they 
are then inserted in the back of book to maintain proper chronological sequence. 
The time required for removal and reinsertion of a sheet has been reduced to 20 
seconds in the Improved De Luxe Minute Book. 


Typewritten minutes provide greater legibility than those written by hand. They 


occupy far less space and require a minimum of the secretary’s time. 


Errors in 


recording can be corrected by rewriting on a new sheet. 


Metal Back and Hinges. 
Durability is provided by the sturdy pressed 
steel back. It cannot warp. All metal is com- 
pletely covered with the binding material. 
Full length metal hinges prevent wear on bind- 
ing and permit a flat opening page. 
Can Be Permanently Locked 
When the book has been completely filled it 
can be permanently locked to effectively defy 
tampering. A threaded key is provided with 
each book which is simply screwed into a hole in 
the cover. Insertion of key requires no effort— 
its removal demands special tools. 


Two Sizes Available 


The most efficient method of recording minutes 
is to start each new entry at the top of a page. 
This plan requires the selection of a page size that 
matches the average length of the minutes to be 
recorded. Sizes 11x81 and 14x81 inches are avail- 
able—bound on the 11 and 14-inch sides. 


Four Styles of Binding 


1—Full Russia with plain hubs. 2—Russia and 
pebble grain black cloth. 3—Red artificial leather 
and pebble grain black cloth. 4—Full black levant 
grain artificial leather. 


= Your Stationer Can Supply This Book = 


MANUFACTURED BY 


WiLson-JONES Co. 


NEW YORK 
316 Hudson Street 


GENERAL OFFICES AND Facrory SAN FRANCISCO 
3300 FRANKLIN BOULEVARD 


CHICAGO 


323 Market Street 
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IF YOU HAD TO DO IT YOURSELF—you'd be sure 
to have the best and most efficient typewriter that money 
could buy; a typewriter that would practically run itself— 
that would aa fatigue and make short of a long day’s 
work. Yes, sir—if you had to do it yourself, you'd be sure 
tohaveaW oodstock Electrite, the modern typewriter powered 
by electricity. Booklet on request. 


Woodstock Typewriter Co., East St., Woodstock, Ill. — 
Branches in Principal Cities— Agents all over the World 





